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SECURITIES ACTS AMENDMENTS, 1959 


TUESDAY, MARCH 24, 1959 


House or REPRESENTATIVES, 
SUBCOMMITTEE ON COMMERCE AND FINANCE 
or THE COMMITTEE ON INTERSTATE AND ForEIGN CoMMERCE, 
Washington, D.C. 

The subcommittee met, pursuant to call, at 10 a.m., in room 1333, 
New House Office Building, Hon. Peter F. Mack, Jr., presiding. 

Mr. Mack. The committee will come to order. 

Mr. Gadsby and members of the Securities and Exchange Commis- 
sion, I want to personally welcome you here this morning on behalf 
of the committee. The Subcommittee on Commerce and Finance is 
interested in all of the activities of the Securities and Exchange Com- 
mission and therefore we are very anxious to have you report this 
morning. 

For a number of years, and I think this custom was inaugurated by 
our present chairman, Oren Harris, the Commission has come before 
the Congress to make a report at the beginning of each Congress and 
this committee has made it a policy now to invite the various regu- 
latory commissions before the committee in the opening days of new 
Congress. 

These appearances serve three purposes. The first is that of ac- 
quainting the new members of the committee with the scope and 
composition of the agencies; second, that of providing opportunity 
for the committee to be brought up to date on what each agency is 
doing; and, third, that of providing opportunity for the Commission 
to present its legislative program. 

We desire to work closely with the Commission. We look forward 
to having you and the members of the Commission before our com- 
mittee on many occasions during the 86th Congress. 

Inasmuch as the independent regulatory agencies created as bi- 

artisan boards or commissions essentially act as arms of the Congress 
in their administration of the congressional powers which have been 
delegated to them, we naturally feel very close to them. 

The powers delegated to such agencies are very broad and the 
statutory standards to circumscribe and guide them in the exercise of 
these powers necessarily are very general. Under such circumstances 
it is more appropriate for the Congress regularly to review the work 
of these agencies and to consider the problems which they encounter 
in administering these powers. 

The Securities and Exchange Commission administers a number of 
statutes relating to the protection of investors in securities whether 
in the disclosure of information about the nature of the security and 
of the company issuing the security or in the maintenance of orderly 
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and proper security rules. Such statutes represent legislation in which | 


this committee has taken great pride. 

Chairman Gadsby, we shall be very pleased to hear from you q 
the way you administer these statutes and the problems which yo, 
are encountering in doing so. I assume that you will want to jp, 
troduce the members of the Commission. 


STATEMENT OF EDWARD N. GADSBY, CHAIRMAN; ACCOMPANIE) 
BY A. DOWNEY ORRICK, HAROLD C. PATTERSON, EARL F. HAgp. 
INGS, AND JAMES C. SARGENT, COMMISSIONERS; MANUEL 7 
COHEN, CHIEF COUNSEL, DIVISION OF CORPORATION FINAN(y, 
AND PHILIP A. LOOMIS, JR., DIRECTOR, DIVISION OF TRADING 
AND EXCHANGE, SECURITIES AND EXCHANGE COMMISSION 


Mr. Gapssy. Thank you, Mr. Chairman. 

Mr. Chairman and members of the committee, my name is Edwan 
N. Gadsby. I am from the Commonwealth of Massachusetts and an 
Chairman of the Securities and Exchange Commission. I am a. 
companied today by my fellow Commissioners, Andrew Downe 
Orrick of California, Harold C. Patterson of Virginia, Earl Ff. 
Hastings of Arizona, and James C. Sargent of New Tou and also 
by certain members of the Commission staff. 

If you want to I will be very happy to introduce them to you at this 
time, Mr. Chairman. 

Mr. Mack. I am acquainted with most of them so it probably would 
be a more appropriate if you wait until you complete your statement, 

Mr. Gapssy. 1 will be very happy to doso. We are pleased to have 
this opportunity to report to you on the administration of the Federal 
securities laws since this Commission’s appearance here on February 
27, 1957, during the 1st session of the 85th Congress. 

For the benefit of the new members of your subcommittee I should 
like to describe briefly the statutes administered by the Commission, 
These statutes—six in number—relate in general to the protection of 
investors in the field of securities and finance. In addition, we ar 
charged with certain functions relative to corporate reorganization 
under chapter X of the Bankruptcy Act. 

The Securities Act of 1933, sometimes referred to as the “truth in 
securities” law, has two principal objectives: (1) to require dis 
closure to investors of such financial and other information as may 
be determined by the Congress to be necessary for their protection, 
concerning securities offered for public sale by use of the mails or 


other instrumentalities in interstate commerce and (2) to prevent | 


misrepresentation and other fraudulent practices in the sale of 
securities generally. eed 

This disclosure is accomplished by requiring a prospective issuer to 
file with the Commission a registration statement including a related 
prospectus containing significant information about the issuer and the 
offering. The registration statement must become effective before the 


securities may be sold, and a copy of the prospectus must be furnished | 
to the purchaser at or before the sale or delivery of the security. The | 
registrant and certain of its officers and agents and any underwriters 


are responsible for the contents of the registration statement, any 
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SECURITIES ACTS AMENDMENTS, 1959 3 


false statement in which may subject each of them to severe criminal] 
and civil liability. ! 

We have no authority to control the nature or quality of a security 
to be offered for public sale or to pass upon its merits. Our action in 

rmitting a registration statement to become effective does not consti- 
tute approval of the securities, and it is a criminal offense so to 
re resent. an 

he Securities and Exchange Act of 1934 was enacted to insure the 
maintenance of fair and honest markets in securities. At provides for 
the registration of securities exchange with the Commission and their 

lation by the Commission, and for the registration of securities 
listed on each such exchange. 1a 

It establishes, for issuers of securities so registered, certain financial 
and other reporting requirements and regulation of proxy solicitations. 
It also establishes certain requirements with respect to trading in such 
securities by directors, officers, and principal security holders and 
creates certain liabilities designed to penalize the unfair use of inside 
information. ) ; 

In addition, the act provides for the registration and regulation of 
brokers and dealers, and contains provisions outlawing fraudulent, 
deceptive, and manipulative acts and practices on the exchanges and 
in the over-the-counter markets. The statute also authorizes the Fed- 
eral Reserve Board to regulate the use of credit in securities trans- 
actions. 

The Public Utility Holding Company Act of 1935 provides for 
regulation, in three separate areas, of holding company systems con- 
trolling electric utility companies and companies engaged in the retail 
distribution of natural or manufactured gas. The first area is covered 
by those provisions of the act requiring the physical integration of 

roperties of any holding company system and the simplification of 
its intercorporate relationships and financial structures. 

The second area includes financing operations of registered holding 
companies and their subsidiaries, acquisitions and dispositions of se- 
curities and properties, accounting practices, servicing arrangements, 
and intercompany transactions. 

The third area concerns provisions who is affiliated with a public 
utility company to acquire securities resulting in a second such 
affiliation. 

The Trust Indenture Act of 1939, which is closely integrated with 
the Securities Act of 1933, requires that debt securities publicly of- 
fered for sale in significant amounts be issued under an indenture that 
meets certain statutory standards and has been duly qualified with 
the Commission. 

These standards relate, among other things, to the eligibility, quali- 
fication, and independence of trustees under the indenture in order 
to provide reasonable financial responsibility and to minimize con- 
flicting interests. 

The Investment Company Act of 1940 provides for the registration 
and regulation of companies engaged primarily in the business of in- 
vesting, reinvesting, holding, and trading in securities. The act re- 
quires, among other things, disclosure of the financial and investment 
policies of these companies, prohibits them from changing the nature 
of their business or their investment policies without the approval of 
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their stockholders, regulates the means of custody of the companieg 
assets, places certain controls upon the composition of the boards of 
directors of such companies, requires management contracts to py 
submitted to security holders for their approval, prohibits trang. 
actions between such companies and their officers, directors, and affilj. 
ates except with the approval of the Commission and regulates the 
issuance of senior securities. 

The Investment Advisers Act of 1940 provides for the registration 
of persons engaged for compensation in the business of advisi 
others with respect to securities. The statute requires these advises 
to conform their activities to certain standards designed to protec 
the interests of investors. We have no authority to inspect the books 
or revoke the registration of an adviser. As I shall point out later, 
we have submitted recommendations for congressional action with 
respect to these matters. 

Chapter X of the Bankruptcy Act provides a procedure for re. 
organizing corporations in the U.S. district courts. Under the act, at 
the request of the judge, or on the Commission’s own motion if ap. 
proved by the judge, the Commission participates in these proceed. 
ings in order to provide independent, expert assistance to the court 
and investors on matters arising in such proceedings, and where 


DOLLAI 
BILLIO! 


25 


appropriate the Commission files advisory reports on reorganization | 


plans. 


It may be well briefly to outline our organization. There are five | 


Commissioners appointed on a bipartisan basis by the President with 
the advice and consent of the Senate who sit asa ode in Washington, 
In the central office in Washington there are three operating divi- 
sions: the Division of Corporation Finance, the Division of Trading 
and Exchanges, and the Division of Corporate Regulation. 

In addition, we have offices also reporting to the Commission; 
namely, the Office of the Secretary, the Office of the General Counsel, 


the Office of the Chief Accountant, the Office of Opinion Writing, | 


and the Office of Hearing Examiners. There is also a Division of 
Administrative Management under the Executive Director. In the 
field, there are nine regional offices and eight branch offices, located in 
various strategic cities throughout the country. 


As the members of this committee know, recent years have wit 


nessed a continuing unparalleled surge of interest and activity in 


the securities markets. The magnitude of this trend, reflected in an | 


increasing workload for the Commission and its staff, may, perhaps, 
be best shown by a few statistics. 


The dollar amount of new securities registered with the Commission | 


in the fiscal year 1958 totaled $16.9 billion—the largest amount in the 
history of the Commission. We have prepared a chart showing the 
variations in this figure for the 10-year period beginning in 1951. As 
is shown by this cart (chart I in the attached appendixes), in 1951 
the comparable amount was only $6.4 billion. We estimate that the 


| 


| | 


| 


| eo 


| 


figure in 1959 will be $18.2 billion and that it will reach $22 billion | 


in fiscal 1960. 
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Mr. Gapssy. The overlay to this chart indicates the number of regis. 
tration statements filed with the Commission. Each of these state. 
ments must be examined by our staff to determine whether there has 
been compliance and also to detect any fraudulent representations op 
omissions. As is true of all filings made with us, if indications are 
found that the law is being violated, our investigatory machinery 
must be brought into action. 

The number of these registration statements has increased from 544 
in 1951 to 981 in 1956. There was a slight drop thereafter in 1958, 
when 913 statements were filed, but we estimate that 985 statements 
will be filed in 1959 and 1,200 in 1960. The tendency toward substan- 
tial increase in dollar value in these filings has been pronounced since 
the first of the calendar year. During the first 2 months of 1959, 169 
statements were filed as compared with 132 statements during the 
comparable period in 1958. 

To digress for a moment from our statutory duties, I would like to 
call your attention to another chart (chart II) which shows the number 
of our personnel from 1941 to 1958, together with our estimated em- 
ployment for 1959 and 1960. In 1941, average employment totaled 
1,712 as compared to an estimated average employment of 978 under 
the proposed budget for 1960. This chart illustrates graphically the 
decrease in our staff from 1,712 in 1941 to the low figure at 699 in 1955, 
Since 1956, some budget increases have been provided to assist us in 
coping with our continually increasing volume of work. 

The chart also shows the ratio of field personnel to total employ- 
ment from 1941 to 1960. You will notice that the ratio of field em- 
ployment to total employment has constantly increased since 1941, 
reflecting an agency policy designed to make it easier for the general 
public to present its troubles to us. 
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Mr. Gapssy. As a matter of interest, I have caused to be plotted 
on one composite chart the curves on the previous charts, and haye 
extended them over the life of the agency, from 1935 to date, including 
estimates for 1959 and 1960 (chart III). 

You will note the peculiar lack of coordination shown here between 
the available personnel on the one hand and the workload which the 
staff has been obliged to sustain on the other. Of course, the particular 
workload shown here is not all-inclusive, but it is, I think, fair to 
say that it is representative, and that almost any other index would 
show the same result. 

This lack of coordination has resulted in a very substantial varia- 
tion in effectiveness of the organization. It has been my observation 
that our staff works diligently and efficiently. It cannot do more 
than a certain amount of work. When there is a shortage of 
manpower, some one or more aspects of our statutory duties are bound 
to suffer. 

It is indeed unfortunate if regulatory statutes, such as those we 
administer, are incompletely or ineffectively implemented, since the 
inevitable result is that violations will increase and the conditions 
which the statutes were designed to prevent will reoccur. 


(1) 


pOoL 
BiLi 


20 


SECURITIES ACTS AMENDMENTS, 1959 9 


ted (The material referred to follows:) 
ine Cuakt III 
£ 


SECURITIES REGISTERED WITH S.E.C. 
the AND PERSONNEL OF S.E.C. 


r to DOLLARS 


NUMBER 
NS 
uld BILLIO 





ore 20+ 


REGISTERED ~~» 


+— SCALE 













i 
; PERSONNEL 
IB OF S.E.C.” 
iW oo —e 
8A 800 


aff VA \ 400 
A, NUMBER OF 
/* REGISTRATION 
j]| STATEMENTS FILED 


sScaLé —e 


1935 1940 1945 1950 1955 1960 


(FISCAL YEARS ) 





10 SECURITIES ACTS AMENDMENTS, 1959 


Mr. Gapssy. While on the subject of personnel, I would like ty 
call the committee’s attention to the fact that, out of a total personne] 
of about 950, approximately 200 members of our staff have been with 
the Commission for more than 20 years—the Commission itself, as 
you know, is only 25 years old this year—and approximately 260 
additional employees have been with us from 10 to 19 years. We fee] 
that this is a truly remarkable record which reflects many contriby. 


tions by an able and conscientious staff in furthering the objectives | 


for which the Commission was created. I would like to offer for the 
record a memorandum setting forth some of the awards by which the 
outstanding work of our staff has been recognized. That is attached 
to the statement as appendix. 

Mr. Mack. The Chair will be glad to receive the statement, 
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MEMORANDUM 


Awards to Employees of the Securities and Exchange Commission by Outside 
Organizations February 1957 to February 1959 


ARTHUR 8S. FLEMMING AWARD OF THE JUNIOR CHAMBER OF COMMERCE, 
WASHINGTON, D.C, 


J. Arnold Pines, 1957 Thomas G. Meeker, 1959 
ROCKEFELLER PUBLIC SERVICE AWARD 
Lawrence M. Green, 1957 Harry Heller, 1959 
NATIONAL CIVIL SERVICE LEAGUE CERTIFICATES OF MERIT 
Oran H. Allred, 1957 Amerst E. Huson, 1958 
Byron D. Woodside, 1957 Franklin E. J. Kennamer, 1958 
James E. Newton, 1957 Edward H. Rakow, 1958 
Vito Natrella, 1957 Harry Pollack, 1959 
J. Kirk Windle, 1957 Arnold J. Pines, 1959 
John T. Callahan, 1958 William Green, 1959 


WILLIAM A. JUMP MEMORIAL FOUNDATION CERTIFICATES OF MERIT 
Robert E. Johnson, 1957 Jule B. Greene, 1958 


In addition, Robert S..Wood was a successful candidate for participation in 
the Civil Service Commission’s 1958 intern program. 

Mr.-Gapssy. At this point, I would also like to offer for the record 
a table showing the respective budget estimates of the Commission, 
the recommendations of the President, the appropriation actions of 
the House of Representatives, the Senate and the House-Senate con- 
ferees, and the appropriations for the fiscal years 1949-59. That also 
is attached to the statement as appendix. 

Mr. Mack. That will be received for the record. 
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Mr. Gapssy. I might say that this is a tabulation also included in 
our annual report to the Congress. 

The commission is also required to examine filings made in con- 
nection with offerings of securities pursuant to regulation A. This 
regulation was adopted pursuant to section 3(b) of the 1933. act, 
which grants a conditional exemption for offerings and exceeding 
$300,000. While the number of regulation A offerings dropped sharp- 
ly from fiscal 1956 to fiscal 1958, when they aggregated 732, the num- 
ber shows a marked tendency again to increase during the current 
calendar year. Thus, for the first 2 months in 1959 they totaled 132, 
as compared with 90 for the like period in 1958. 

Generally, deficiencies in a filed registration statement are corrected 
by amendments filed after the registrant has been furnished with a 
jetter of comment. However, where there appears to have been a 
willful effort to deceive the public, we may be compelled, in order to 

rotect the public, to invoke the stop order proceeding provided for 
in the statute. 

Chart IV shows graphically the number of such stop orders entered 
since 1953. Nine such orders were entered in fiscal 1958, and we esti- 
mate that 10 such orders will be entered in fiscal 1959 and 12 in 1960. 
These orders, which prevent a registration statement from becoming 
effective are entered after what are usually complex and protracted 
hearings. 

The overlay to chart IV shows the number of summary suspension 
orders issued in connection with offerings made pursuant to regula- 
tion A. As shown by the overlay these suspensions reach their peak 
in 1957 after the uranium boom and declined to 88 in 1958. We esti- 
mate an increase to 110 of these suspension orders in 1959 and 124 
in 1960. 

The growth factor in the securities markets is also shown by a few 
figures with respect to activities on the 14 national stock exchanges. 
The aggregate market value of stock listed on all stock exchanges, 
which never exceeded $100 billion between 1934 and 1945, was $250 
billion at June 30, 1956, $262 billion at June 30, 1957, and $258 billion 
at June 30, 1958. Reflecting a drop in the market in the early part of 
that year. 

At December 31, 1958, this figure was $312 billion. There are now 
about 3,000 stock issues traded on these stock exchanges. In addition, 
there are literally thousands of stock issues that are traded in the 
over-the-counter market. The number of holders of shares of public- 
ly owned corporations was estimated by the New York Stock Ex- 
change to have increased from 6,490,000 in early 1952 to 8,650,000 
at the end of 1955. 

It is fairly safe to estimate that this figure approaches 10,000,000 
at the present time. 

Under the Securities Exchange Act, companies whose securities are 
registered on national securities exchanges and certain issuers who 
have at onetime or another registered securities for public sale must 
file annual and periodic reports. These filings must be examined to 
determine whether the statutory requirements have been met or wheth- 
er some action by the Commission is necessary. 
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In 1958 there were 10,800 of these reports filed and we estimate that 
they will increase to over 11,100 this year. In addition, corporate 
“insiders,” must file reports of their security transactions. These re. 
ports numbered 36,900 in 1958 and will probably increase to 38,400 in 
this year. As a result of full utilization of personnel in other work 
areas and the increasing complexity of our other problems, examina- 
tion of certain of these filings has been necessarily deferred, and there 
is presently a delay of several months in such examinations. 

Under the Securities Exchange Act, we also examine proxy solicj- 
tation material relating to companies with securities listed on stock 
exchanges. The next chart (chart V) shows that 1,944 preliminary 
proxy statements were filed in 1958 and we estimate an increase to 
2,000 this year. The overlay to this chart shows the sharp increase 
in the number of proxy contests. 

From 20 in 1957, the number increased to 34 in 1958, with an antici- 
pated increase to 40 in 1959. These contests are bitterly fought and 
the time limit within which the material must be reviewed is so short 
as to place a heavy burden upon the Commission and its staff. 

I would like to interpolate, if I may, Mr. Chairman, that proxy 
contests are strictly a seasonal phenomena and that they all come in 
the early part of the year. 

The proxy zone is from February to April about, so that all of 
this work is concentrated within a period of 2 or 3 months at the 
most. 
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Mr. Gapspy. I should emphasize that the various filings I haye 
referred to must in many cases be examined within exacting time 
schedules established by the statutes or the rules of the Commission 
or requested by the parties. Both the time schedules to be met and 
the volume of filings to be processed are governed by factors beyond 
our control. 

The inherent complexity of the securities markets is also demon- 
strated by the fact that at June 30, 1958, there were 1,562 investment 
advisers and 4,752 broker-dealers registered with the Commission, 
This chart (chart VI) shows the increase in the number of registered 
broker-dealers in recent years from 3,945 in 1951. It is anticipated 
that this trend will continue, and that we will have to supervise 4,900 
of these firms in 1959 and 5,100 in 1960. 
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Mr. Gapssy. The overlay to this chart depicts the number of broker. 
dealer inspections completed during the same periods. This shows 
that in fiscal 1951 we made 922 inspections and that, in 1953, this 
figure decreased to 686. Since that time there has been a continual 
increase in the number of these visitations. We completed 1,459 
broker-dealer inspections in fiscal 1958, which is the largest number 
in the history of the Commission. For 1959, we estimate that we wil] 
complete 1,473 of them and our program calls for 1,535 inspections 
during fiscal 1960. 

The high volume of new corporate financing and the increased 
activity in securities trading have encouraged many new broker. 
dealer firms to go into business. A substantial number of these are 
relatively new in handling securities or funds of other persons. We 
also find that some of these new registrants have put insufficient 
capital into the business. So, also, there are always a certain number 
of older houses which are doing business on a shoestring or less, or 
which have become careless or have fallen on evil days. The onl 
way that these situations can be discovered and remedied is through 
our program of broker-dealer inspections. 

Another area of business subject to our jurisdiction which has 
shown dramatic growth lies in the investment company field. This 
is shown in the next chart (chart VII). At the close of fiscal 1954, 
there were 387 registered investment companies. This number had 
increased to 453 at the close of fiscal] 1958, and stands at 490 at present, 
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Mr. Gapssy. The overlay to this chart depicts the increase in the 
estimated market value of assets of registered investment companies 
at the close of each fiscal year during the period shown. As the result 
of the increase in the number of such companies, an increase in their 


sales and in market value of portfolio securities, this figure grew from 


$8.7 billion in 1954 to $17 billion in 1958. 

The Nationa] Association of Investment Companies estimates that 
there were approximately 3,900,000 shareholder accounts in member 
investment companies as of December 31, 1958—an increase of ap. 
proximately 800,000 accounts over the previous 18 months, 


In 1957 we initiated a program of periodic inspection of registered | 


investment companies. During that year and in 1958, we conducted 
inspections of 15 of such companies. In the course of these inspec. 
tions some substantial irregularities were discovered and, as a result, 
we adopted as our ultimate objective a 2-year cycle for this work, 
We have requested funds in the current budget which would enable 
us to wenedhin field about every 8 years as of 1960. 

Under section 14(b). of the investment Company Act the Commis. 
sion is directed to study the problems created by the growth in size of 
investment companies in order to ascertain whether additional legis. 
lative protection is needed for investors and the general public. §o 
as to aid us in determining whether we should make any recommenda- 
tions for such legislation, we have initiated such a survey as to certain 
aspects and practices of the registered investment companies. 

The enactment of the Small Business Investment Act of 1958 
promises to result in a substantial increase in our workload. This 
statute seeks to foster the organization of investment companies which 
might furnish equity capital to small business concerns. We have 
adopted a new regulation E designed to cover public offerings not ex- 
ceeding $300,000 by these new companies. 

This new regulation is similar in many respects to the prior regula- 
tion A of which I have spoken. Such of these new investment com- 
panies as may make a public offering of securities or have more than 
100 security holders will be obliged to register under the Investment 
Company Act. While we are working in close collaboration with the 
Small Business Administration to minimize the regulation of these 
organizations, there has been a natural reluctance on the part of entre- 
preneurs to enter a completely new legal field and we have relatively 
few of these matters now pending. 

Nevertheless, we are faced with the prospect. of a substantial in- 
crease in our field during the next few months. Present indications 
are that approximately 250 small business investment companies will 
seek funds through public financing in 1960. 

There are 22 registered holding company systems presently subject 
to our regulatory jurisdiction under the Public Utility Holding Com- 
pany Act of 1935. Four of these systems do now own as much as 10 
percent of the voting securities of any public-utility company operat- 
ing within the United States, and they are in various stages of the 
process of deregistration. In the remaining 18 systems there are 19 


registered holding companies. In these 18 systems there are 19 regis- 
tered holding companies. 
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In these 18 systems there are 100 electric and gas utility subsidiaries, 
49 nonutility subsidiaries, and 15 inactive companies, totaling 176 

stem companies with aggregate assets of approximately $10 billion. 

n the basis of net asset value, these 18 systems embrace 21 percent of 
the electric and 23 percent of the gas distributing companies doing 
pusiness in the United States. 

The amount of financing required in order to meet plant and equip- 
ment expenditures by registered systems continues to be very im- 

rtant. During fiscal 1958, system companies sold pursuant to au- 
thorizations granted by the Commission 36 issues of stock and long- 
term debt securities for an aggregate of $583 million. It is generally 
predicted that the annual capital requirements of electric utilities 
such as these will more than treble by 1975. 

While we have been able to meet and resolve most of the problems 
existing at the time of the adoption of the act under its provisions 
calling for physical integration and corporate simplification, some of 
such questions are still with us. In the very nature of things, the 
unresolved residual questions still pending before us involve extremely 
complex considerations of great importance not only to the companies 
involved, but also to the industry and to our economy. 

I may say that a comparison of the existing situation and of the 

resent financial and operating structure of the utility holding com- 

anies with the situation as it existed in 1935 cannot but impress an 
informed observer, not only of the fundamental wisdom of the Public 
Utility Holding Company Act as it was adopted, but also with the 
firmness and fairness with which it was administered by our pred- 
ecessors and with the necessity for retaining the regulatory provi- 
sions of the act in full force indefinitely in order that there may be no 
repetition of the uneconomic practices which led to its enactment. 
pite the general economic prosperity, there has been an increase, 
which still continues, in the number of reorganization proceedings 
under chapter X of the Bankruptcy Act, and there has been a corre- 
sponding increase in the time which we have been called on to spend 
in oe advisory assistance in those proceedings. 

During the past fiscal year we participated in 38 reorganization 
proceedings involving 58 companies with stated assets of $561,794,000. 
We are currently participating in 41 reorganizations and we estimate 
that we will be called on to appear in 45 such cases in 1960. 

Proceedings under the Chandler Act are normally very technical 
in nature and involve consideration of intricate corporate law and 
legal procedure sometimes out of all proportion to the amounts of 
money involved. 

The increase in security offerings, the activity in security trading 
and increased public participation in the securities markets have now 
persisted for several years and have produced some very serious en- 
forcement problems. They have attracted to the securties field a fringe 
element of confidence men who seem to be determined to take what- 
ever advantage they can of the American public. Their operations 
have been encouraged by the delusions entertained by a substantial 
segment of the public that it is possible for the unsophisticated 
investor to reap large and quick profits in the securities markets. 
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Uninformed investors are all too willing to purchase unknown anq 
speculative securities which are represented as offering unusual oppop. 
tunities for gain. Opportunities for illicit profit by the illegal 
fraudulent oe of securities have multiplied, and inevitably the nun. 
ber, resources, and ingenuity of schemers seeking to capitalize upg, 
these opportunities have multiplied commensurately. 

I want to emphasize that the enforcement problems now confront. 
ing us are far more complex and difficult than those with which ye 
have dealt in the past. We have been compelled to carry on a vigor. 
ous, firm, and aggressive enforcement program in ae to afford 


protection to the investing public, and our work has become more and | 


more involved as violators have been forced to exercise greater jp. 
genuity to avoid the impact of this program. 

For instance, there has been a noticeable tendency for the relative 
proportion of docketed cases carried on our books to increase, A 
docketed case, almost by definition, involves substantially more time 
and effort than does a so-called preliminary investigation, and the 
relative number of such cases is one possible qualitative measure of 
our workload. The figures for pending cases, to which I will come 
in a moment, show that this percentage increased from 73 percent in 
1956 to 75 percent in 1957 and to 80 percent in 1958. 

Our enforcement activities, whether they take the form of injune- 
tive action, administrative proceedings, or referral to the Department 
of Justice for criminal prosecution, all stem from our extensive in- 
vestigative program. These investigations are initiated as the result 
of complaints by members of the public or information derived from 
a variety of sources including filings made with us and tips from 
persons in the securities business, or as the result of our own sur. 
veillance of stock exchange and over-the-counter transactions. 

This chart (chart VII1) may give you some idea of this phase of 
our difficulties. It shows that 370 investigations were opened in fiscal 
1956, whereas we estimate that 630 investigations will be opened in 
1960—a 70-percent increase. I may say the increase shown in 1957 
over 1956 was principally due to a rather sudden upsurge in specula- 
tive activity in the securities markets and to the resurgence of the 
boiler rooms, as to which I shall address myself in a moment. 

During the first 6 months of the present fiscal year, approximately 
262 new investigations were as compared to 218 for the same period 
in 1957. 
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Mr. Gapssy. In order to meet this constant pressure of increased 
activity, our staff has redoubled its efforts, and the results may be 
observed in the overlay on this chart,’which shows the constant in- 
crease since 1956 of investigations closed or completed. We termi- 
nated 201 investigations in 1956. Our estimate for fiscal 1960 is that 
we will close 675 of these cases. Our objective for 1959 is to complete 
570. For the 8-month period ending February 28, 1959, however, we 
succeeded in completing only 275 cases, while we were opening files 
on 319 new ones. 

The next chart (chart IX) shows the actual number of investiga- 
tions pending at the beginning of fiscal years 1956-58, and the esti- 
mated number for 1959 and 1960. At the beginning of the current 
fiscal year, this figure had risen to 870. We expect that there will be 
no more than this number of cases pending at the beginning of 1960, 


500 


400 


| 300 


+ 20 


SECURITIES ACTS AMENDMENTS, 1959 27 


(Material referred to follows:) 


CHart Ix 


SECURITIES INVESTIGATIONS 


CASES OPENED AND CASES CLOSED 


CASES | ME CASES 
OPENED | Mm CLOSED 


500 


400 


300 


200 





I956 1957 1958 1959* I960* 


(FISCAL YEAR) 
% Estimated 


DS-3044 


48168—60——-3 





28 SECURITIES ACTS AMENDMENTS, 1959 


Mr. Gapssy. The overlay to the chart indicates the investigations | 
pending at the end of each fiscal year. We are hoping, perhaps oyey. | 
optimistically, “to hold the line” as to the number of investigations 
pending at the beginning and end of fiscal 1959 despite the increased 
number of investigations anticipated to be opened during the curren; 
year, and in spite of the results to date. We are asking for additiong] 
personnel for the purpose of reducing the number of pending matte 
at the close of fiscal 1960 by 45 cases. 

Investor confidence in the capital markets, and the willingness of 
Americans to invest in the future of our expanding economy is to 
very large extent dependent upon the success of our enforcemenj 
program. It may help you to visualize some of the difficulties we 
meet in achieving a measure of success in this direction if I describ 
rather hurriedly some relatively recent developments along this line 

1. The “boilerroom”: The term “boilerroom,” which unforty. 
nately has once again become quite familiar, refers to an organization 
engaged in the sale of speculative securities primarily over the long. 
distance telephone, by high-pressure methods ordinarily accompanied 
by misrepresentation, deception, and fraud. This work is carried op 
by highly skilled salesmen of astonishing persuasiveness and efficiency. 
Most of the larger “boilerrooms” have disappeared due to the vigorous 
enforcement program of our agency, ably seconded by the efforts of 
State agencies, In the place of the larger “boilerrooms,” however, 
there has appeared a group of small firms which spring up suddenly, | 
sell one or two spurious issues quickly and then disappear, their 
fraudulent purpose accomplished, leaving the public holding the bag, 
This has made it essential that we exercise all possible speed and 
alertness in dealing with this species of fraud. 

These small “boilerrooms” operate not only in the large financial | 
centers but also in other locations around the country. There has been | 
a noticeable increase, for example, of migratory operators moving from 
State to State, particularly in the western part of the country. Not 
infrequently, long-distance telephone salesmen work out of hotel 
rooms, apartments and alleged business offices. Extensive use is made 
of intermediaries, often in foreign countries, to conceal the nature 
of transactions and the identity of individuals. Payments are often 
made in cash rather than by check. 

We have utilized all available enforcement techniques to meet the 
problem. As I have indicated, however, resort to civil injunctions and 
administrative proceedings, no matter how vigorous, is not completely 
effective. This is not a gentleman’s game; it is played hard, savagely 
and without quarter, and the stakes are enormous. As I have pointed 
out, also, such proceedings many times fail adequately to protect the 
investors, since they may already have suffered serious losses, and the 
boilerroom may have closed its doors and faded into the night. 

We believe that imposition of criminal penalties is necessary in order 
effectively to stop this “cancerous diffusion,” and our efforts are 
directed to that end. We have also sought through the dissemina- 
tion of information to alert the investing public to the risks involved 
in the purchase of securities from unknown high-pressure salesmen 
using the long-distance telephone. 

In the last resort the problem of “boilerrooms” can be eliminated 
only if the investing public in dealing with unknown stock salesmen 
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will evaluate their representations with an attitude of hard-headed 
skepticism. 

9. Improperly claimed exemptions: It appears that a large al- 
though undeterminable number of securities have been sold under 
circumstances which violated the disclosure requirements and anti- 
fraud provisions of the Securities Act, the sales being made pursuant 
to claimed exemptions from registration which, in fact, were not 
available. The exemptions so resorted to have, in the main, been 
claimed under the intrastate exemption of section 3(a)(11) of the 
Securities Act and the so-called private offering exemption of section 
4(1) of the act. Too often, where an issue, or the sales procedure to 
be employed, would not stand the light of the full disclosure require- 
ments of registration, there has been a tendency to make improper use 
of these exemptions to evade the registration requirements. In such 
eases, the issuer or underwriter has good reason to attempt to solve 
his problem through purported reliance upon an exemption where the 
conditions of the exemption are not in fact met or the exemption’s 
limitations observed. 

Various methods have been employed in an effort to evade registra- 
tion by abuse of the intrastate exemption, The issuer may attempt to 
use a resident of the State as a nominee for nonresident beneficial 
owners, or the alleged sales to residents may be merely a step in a 
planned distribution in interstate commerce, _ : 

A frequently used method to bring a distribution within the “private 
offering” exemption is the technique of mechanically obtaining “in- 
vestment intent” letters from successive groups of purchasers when, 
in fact, these purchasers buy with a view to reselling the securities to 
the public. We ordinarily have no way of detecting these offerings 
and only learn of them from complaining investors after the offerings 
have been commenced and sometimes completed. Even then, we have 
no way to find out whether or not the exemption was actually avail- 
able except through an investigation. 

During the calendar years 1957 and 1958 we opened 115 of such in- 
vestigations stemming from offerings claimed to be exempt as intra- 
state In nature. 

Our problem in this area, as in the “boilerroom” situation, has been 
further complicated by the fact that a number of the securities claimed 
to have been issued pursuant to these exemptions have been transferred 
to the United States citizens through Canadian, Swiss, Lichtenstein, 
and other foreign financial] institutions. When this occurs, we have 
been handicapped in tracing transactions and determining the facts as 
to the availability of an exemption, particularly where the laws of a 
particular foreign country preclude disclosure of the pertinent 
information. 

We have grounds to suspect that in some instances at least these 
channels are utilized for the deliberate purpose of complicating or 
frustrating our enforcement efforts, although there is no reason to 
believe that the foreign banks are in any way knowingly involved in 
the transactions. Here, too, we ordinarily receive no notice of a dis- 
tribution unless and until the matter comes to our attention either as 
the result of a complaint from a public investor or in the course of an 
Inspection or investigation. 
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In an effort to obtain more current information with regard to such 
activities, we recently announced that we had under consideration q 
proposed rule requiring brokers and dealers to report promptly to the 
Commission transactions with nonresidents of the United States in- 
volving a substantial amount of any security. (Securities Exchange 
Act Release No. 5774, Sept. 12, 1958.) After having received com. 
ments from representatives of Government and industry, we promul- 
gated earlier this month a revised proposal on this subject, and are 
currently awaiting further comment from interested persons (Securi- 
ties Exchange Act Release No. 5900, Mar. 6, 1959). 

3. The “no sale theory.” Under rule 133, which embodies an inter. 
pretation of long standing of the Securities Act, the issuance of 
securities in connection with certain types of corporate mergers, con- 
solidations, reclassifications of securities and acquisitions of corporate 
assets 1s not deemed to constitute a “sale” of securities to stockholders 
of corporate parties to the transactions. 

This rule has the effect of exempting from the registration require- 
ments of the Act the transactions in connection with which the ge- 
curities are so issued. A substantial number of transactions ostensibly 
entered into under the rule may, in fact, involve violations of the 
registration requirements, and we have, from time to time, sought 
to curb what we considered to be abuses of the rule. 

We consider that the rule provides no exemption with respect to 
any subsequent public distribution of securities received in such a 
transaction by a security holder who may be deemed to be a statutory 
underwriter. In addition, we have held that the rule is not applicable 
to an exchange of assets for stock which is “but a step in the major 
activity of selling stock”—I am quoting from the ruling in the Federal 
District Court—that is, where the transaction is part of a plan to 
use stockholders as a conduit for distributing a substantial amount of 
the securities to the public. (Great Sweet Grass Oils and Kroy Oils 
Limited, 37 SEC 683, 691, 1957, affirmed 256 F. 2d 893, D.C. Cir. 
1958.) Recently after a comprehensive review of the matter, we 
published for comment a proposed amendment to the rule which is 
designed to restate its purpose and effect and to clarify its application 
and limitations. (Securities Act Release No. 3965, Sept. 15, 1958.) 

It might be well to emphasize that the “no sale” theory affects only 
the provisions of section 5 of the 1933 Act, and that all other pro- 
visions of all statutes otherwise remain unaffected. 

4. Promotional stocks: Recent economic conditions have encouraged 
the sale of promotional stocks of new ventures, particularly in fields 
in which the securities of established enterprises have shown marked 
gains. For example, many new insurance and finance company vel- 
tures have been promoted, particularly in the South Central, South- 
western, and Southeastern parts of the country, whose securities have 
been distributed either interstate after either registration or filing 
under regulation A or, more commonly, intrastate in purported re- 
liance upon the section 3(a) (11) exemption. Many of these issues 
and the sales techniques employed in their distribution appear to 
involve abuses and possible violations of the antifraud and other 
provisions of the securities laws. 

During the last 2 calendar years we have opened 34 investigations 
stemming from offerings of insurance company securities. The large 
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number of these promotions, their very nature and the manner in 
which they have been marketed have placed a most serious burden 
on our enforcement personnel. 

5. Manipulation of the securities markets: Increased market activ- 
ity has tempted some speculators to attempt to revive the ancient 
techniques of market manipulation. Various schemes may be em- 
ployed to conceal both the existence of the practice and the identity 
of the manipulators. These include schemes designed to raise the 
quoted over-the-counter prices for relatively obscure issues which are 
in process of distribution creation of fictitious markets for such secur- 
ities. Such schemes are often a part of the “boilerroom” operations. 
These activities are difficult to detect when conducted with ingenuity 
through numerous intermediaries. Persons engaged in, or proposing, 
a distribution of a security not publicly held, place orders either them- 
selves or through other for small amounts of a security with numerous 
brokers and dealers, who thereupon publish bid prices for the security 
at levels specified in the orders. This creates the appearance of an 
active over-the-counter market for the security, when in fact no 
market exists except as generated by the distributors. When the dis- 
tribution is completed, the orders are withdrawn and the so-called 
market disappears. 

Other manipulations have come to light in issues in which there is 
a substantial public stockholder interest, particularly issues of com- 

anies engaged in expansion and diversification programs designed 
Llodeity to reap profits for promoters and speculators at the expense 
of the public. Here the motive is to facilitate the financing of such 
programs, or to make the issuer’s stock more attractive as a mechanism 
of payment for other businesses, by creating the appearance of an 
active and rising market in such stock. 

The techniques employed are various, including the dissemination of 
favorable information, the placing of strategic buy orders so as to have 
the stock close each day with a rise and encouraging others to buy by 

iving them assurances against loss or by lending the money to finance 
the purchase. Efforts are, of course, made to conceal the identity of 
the persons ultimately responsible for the activity. 

The investigation and prosecution of a manipulation case requires 
skilled, careful and painstaking work in many cases extending over 
a period of many months. I may point out, for example, that one of 
our experienced investigators has been engaged for almost a year in 
assisting the United States attorney in preparing one of these cases 
for trial. 

As the tempo of activities in the securities markets has increased, 
we have noted a growing number of instances of unusual or unex- 
plained market activity in particular securties. In some of these 
cases, 2 preliminary investigation has revealed no violaiton, but in 
others we have found it necesary to obtain an injunction or recom- 
mend criminal prosecution. We are much concerned with the in- 
crease In manipulative activities, and we are attempting, within rather 
narrow budgetary limitations, to strengthen our market surveillance 
program, particularly with respect. to the over-the-counter markets. 

6. Exchange regulation: Our staff conducted a study for the better 
part of a year of the increase in commission rates which was adopted 
by the New York Stock Exchange on May 1, 1958. Upon completion 
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of this study, the results were discussed in numerous conferences with 
representatives of the exchange. Thereafter, in February 1959, the 
exchange took certain steps in line with our recommendations. 

These changes included a reduction of approximately 5 percent. in 
the commission rate for so-called small transactions ; that is, those be- 
tween $100 and $2,400, and the elimination of the so-called round-turn 
discount, under which a reduced rate was granted to persons whose 
purchase and sale of the same security occurred within 14 days, 

It was our view that this type of transaction was not entitled to 
special treatment. The exchange also undertook to provide us and 
the public with adequate advance notice of proposed future changes 
in its commission rates and to undertake, in collaboration with us, 
further studies with respect to the rate structure and the costs of the 
securities commission business (Securities Exchange Act Release 
5889, February 20, 1959). 

7. “Gun-jumping” : Under section 5 of the Securities Act, a security 
may not be offered for sale before a registration statement is filed with 
the Commission. The term “gun-jumping” is usually used to refer to 
the dissemination, prior to the filing of a registration statement, of 
publicity which is of such nature, or is distributed under such circum. 
stances that it may constitute an unlawful offer to sell a security. 

We recently handed down a major decision in this field (Carl M. 
Loeb, Rhoades & Co., et al., Exchange Act Release 5870, Feb. 9, 1959; 
the parties to the offering, which was the subject of this decision, were 
also enjoined, SE’'C v. Arvid Corporation, 169 F. Supp. 211, S.D.N.Y. 
1958) which represents the first definitive exposition in a formal pro- 
ceeding of our position with respect to this matter. As the result of 
this and other steps which have been taken, the rights and powers of 
issuers and underwriters with respect to advance publicity have been 
materially clarified, and substantially more order has been introduced 
into the field of securities issues. 

8. Canadian securities and dealers: The problem of illegal and 
fraudulent sales of securities into the United States by persons using 
Canada as a base of operations has been a source of concern to us and 
other agencies of the Government for many years, and has been the 
subject of continual talks with Canadian officials, who are similarly 
much concerned over these activities. 

We have been for some time negotiating with the Saskatchewan 
authorities who have been most cooperative. As a result an arrange 
ment has been arrived at, under which the Saskatchewan authorities 
will require the registration with us under the Securities Exchange 
Act of all broker-dealers in Saskatchewan who sell securities into the 
United States and compliance by those broker-dealers with the regis- 
tration requirements of the Securities Act as to such sales into this 
country. 

This agreement will be placed in effect on May 1, 1959. If, as we 
have every reason to expect, this is successful in curbing the activities 
of brokers selling worthless stock out of this Province of Canada to 
our citizens, it may furnish a new and valuable control over illicit 
distributions. 

Canadian officials in the other provinces have shown a great deal of 
interest in this proposal, and in the meantime are cooperating as 
effectively as possible with us in our investigations and in preventing 
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to the best of their abilities unlawful practices whether the securities 
involved originate in Canada or the United States. 


LEGISLATIVE PROGRAM 


I do not feel that this report would be anywhere near complete 
unless we informed you as to our legislative activities. In accordance 
with our policy of recommending legislation to the Congress in re- 

t to those areas of the Federal securities laws which we consider 
might be capable of improvement, we have proposed amendment of 
98 subsections which would affect all the statutes we administer ex- 
cept the Public Utility Holding Company Act. 

These recommendations, together with explanatory statements, have 
been submitted to the Congress and, as subsequently modified by us, 
were introduced by Representative Oren Harris, chairman of the 
parent committee of this subcommittee, as H.R. 5001, H.R. 2480, 
HR. 5002, H.R. 2481, and H.R. 2482. 

Senator A. Willis Robertson has introduced companion bills in the 
Senate (S. 1178, S. 1179, S. 1180, S. 1181 and S. 1182, 86th Congress). 
We hope that hearings on these bills will be scheduled in the near 
future. The overall purpose of these recommendations is to 
strengthen the safeguards and protections afforded the public by 
tightening the jurisdictional provisions of the statutes, correcting 
certain inadequacies, and facilitating criminal] prosecutions and other 
enforcement activities. 

The proposals under the Securities Act would clarify the juris- 
dictional basis of the civil liability provisions of the statute; extend 
civil and criminal liability to documents filed with the Commission in 
connection with exempt offerings, made pursuant to section 3(b) or 
section 3(c) under ohiek regulations A and E, respectively, were 
adopted ; increase from $300,000 to $500,000 the size of offerings which 
may be exempted from registration by the Commission pursuant to 
section 3(b); make it clear that a showing of past violations is a 
sufficient basis for injunctive relief; and make it clear that aiders and 
abettors may be responsible in civil and administrative proceedings. 

Amendments to the last two are also proposed to the Securities 
Exchange Act. Additional amendments proposed to that statute 
would, among other things: (1) Prohibit the embezzlement of money 
or securities entrusted to the care of an exchange member or a regis- 
tered broker or dealer; (2) clarify and strengthen the statutory pro- 
visions relating to manipulation, and to the financial responsibility of 
brokers and dealers; (3) authorize the Commission by rule to regulate 
the borrowing, holding, or lending of customers’ securities by a broker 
or dealer; (4) make it clear that attempts to purchase or sell securities 
are covered by the antifraud provisions of the statute; (5) revise the 
provisions relating to the denial or revocation of broker and dealer 
registrations with respect to the basis upon which such action may be 

en, the sanction which may be imposed, the conditions under which 
an application for registration may be withdrawn, and the postpone- 
ment of the effectiveness of an application for registration; (6) au- 
thorize the Commission to suspend or withdraw the registration of a 
securities exchange when the exchange has ceased to meet the require- 
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ments of original registration; (7) provide for the adjudication of g 
insolvent broker or dealer as a bankrupt in an injunctive proceedj 

instituted by the Commission; (8) prohibit trading in a security jy 
the over-the-counter market for limited periods where the public jp. 
terest and the protection of investors so require; (9) clarify the Com. 
mission’s authority to suspend a security from exchange trading whey 
there has been a failure to comply with the act and where otherwig 
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necessary in the public interest; and (10) provide for a forfeiture g | wre th 


$100 a day for each day that any report required under the act is 
delinquent. Such a penalty is now provided for only in connection | 
with reports of certain issuers who have theretofore filed registration | 
statements under the 1933 act. 


Changes are proposed in the Trust Indenture Act to conform cer. | 


tain provisions of that statute to certain of the recommendations made 
in connection with the Securities Act. 

The proposed amendments to the Investment Company Act would: 
(1) Require the statement of policy of a registered investment com. 
pany, which cannot be changed without the consent or approval of 
the holders of a majority of the voting securities, to include its funda. 
mental investment objectives and investment characteristics: (2) 
strengthen the statutory provisions requiring that at least 40 percent 
of the members of the board of directors be persons who have no 
pecuniary interest in the operations and management of the invest. 
ment company and who are not part of its operating staff; (3) require 
that if an investment company chooses to keep its securities and in- 
vestments in the “custody of the bank” such custodianship shall in. 
clude the case assets of the investment company; (4) impose limita. 
tions upon the proportion of common or preferred stock that may be 
acquired by face-amount certificate to prevent such obligations from 


' 


becoming unduly speculative; (5) clarify and make more meaningful | 


the definition of an “advisory board” of an investment company and 
the substantive provisions requiring such a board to have a certain 
number of independent members; (6) clarify certain exceptions to the 
definition of an investment company required to register under the 
act; (7) eliminate the exception from the definition of an investment 
company for a company subject to regulation under the Interstate 
Commerce Act when this Commission finds and by order declares that 
such company is primarily engaged in the business of investing, rein- 
vesting, owning, holding or trading in securities; and (8) clarify the 
terms “depositor” and “share of stock” used in the statute by adding 
specific definitions of these terms. 

The proposed amendments to the Investment Advisers Act would 
expand the basis for disqualification for registration because of prior 
misconduct; authorize the Commission by rule to require the keeping 
of books and records and the filing of reports; permit periodic exam- 
nations of books and records; empower the Commission by rule to 
define, and prescribe means reasonably designed to prevent fraudulent 
practices; extend criminal liability for a willful violation of a rule 
or order of the Commission: and revise the provisions relating to 
the postponement of effectiveness and withdrawal of applications for 
registration. 
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of an | 
ding 
tyin} Jhave attempted, Mr. Chairman, to give you some report on what 
Cn: | we feel are the more significant of our activities, particularly those of 
Om- | the last 2 years. In the very nature of such a report, I am sure that 
vher | fhave not covered all of the matters concerning our agency in which 
rWise you or your committee may be interested. 
Teof | “Jf there is any further information which you wish about the 


CONCLUSION 


ct 8 | matters upon which I have touched this morning or if you wish a 
ction | report on any other facets of our work, my fellow Commissioners and 
ation | {and the members of the staff who are here will be very happy to 


answer your questions. 
L cer: Mr. Mack. Thank you, Mr. Chairman. That is indeed a compre- 
made | pensive report of your activities for the past 2 years and you certainly 
have given us as well much of the contents of your annual report of 

ould: last year. 
com- | Mr, Chairman I want to inquire about your legislative program. 
alof | discussed with you earlier the possibility of having hearings on 
inda- part of your legislative program sometime in the month of April. I 

(2) | tnderstand from your conversation that it would not consume 
reent | ¢onsiderable time. 
@no| Mr. Gapspy. We hope not. We hope to be able to arrange it so it 
Vest- | would not. 
quire | Mr. Mack. Do you have any idea as to the requirements of the 
din- | Commission in presenting their legislative program. 
lin. | “Mr, Gapssy. Our situation, Mr. Chairman, is unfortunately not 
nita- | changed much from the time that I spoke to you before. I had hoped 
ty be | that we would be able to confer with the industry in the middle of 
from | March. Unfortunately the industry had other ideas. Their repre- 
igftl | sentatives were not available, and such a conference is now scheduled 
rand | for, I think, the 7th of April. 
rtain I think we can get our ideas together within 2 weeks thereafter 
othe | and we should be able to present our program to your committee by 
rthe | the 20th of April or anytime thereafter. As I told you when I talked 
ment | to you before, our very purpose in arranging the industry conference 
state | isto cut down as far as possible the controversial fields so that we will 
that occupy as short a time as possible of your committee. 
relli- I cannot tell how successful we will be in that effort until we have 
ythe finished talking with the industry. I have, however, every reason to 
ding | believe from informal talks that I have already had with them that 
we should be able to cut it down to very, very few controversial points 
‘ould | insofar as the official representatives are concerned. 
prior I can’t answer for what some individual may do. 
ping Mr. Orrick. I think it could be pointed out that over the past 2 
‘arm | years in the evolution of this program many conferences have been 


le to conducted in open meetings between the members of the staff and 
a | Commission with representatives of the industry to develop this pro- 
rule 


gram and that there is substantial agreement on nearly all of its 
ig to | phases. 

S for The areas of disagreement have been sharply delineated already 
and there are certain additional conferences to be held soon to work 
out these differences and to solve the problems were disagreement 
now exists. 
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Mr. Gapssy. I think that is a fair statement. 

Mr. Mack. Do I understand then that you have been for the pag 
2 years working on this matter to formulate or finalize your legisla. 
tive program ? 

Mr. Orrick. That is correct. 

Mr. Mack. You still need some additional time to work out some 
of the differences still existing, is that correct ? 

Mr. Orrick. That is correct. 

Mr. Gapssy. Yes, that is true, because although we introduced g 
very substantial similar program 2 years ago and have been discussip, 
that program ever since with the representatives of the industry, there 
are certain changes which we have made in the present program over 
that which was introduced 2 years ago, excising certain portions of it 
and introducing some new provisions. 

We have a very wide agreement with the industry on almost every. 
thing in here. However, we have a few areas which we haven't dis. 
cussed and which we will want to smooth out. It is not a major 
discussion that will take place in April. 

Mr. Mack. Mr. Chairman, you submitted two sets of bills since the 
ist of January and it was also my understanding that the second 
proposals that you have submitted since the 1st of January were sub- 
mitted to eliminate several areas of controversy. 

Mr. Gapssy. That is right. One particular area of controversy we 


finally came to the conclusion was not worth fighting for. As far as | 


we were concerned we couldn’t substantiate it, and the bills as enumer- 
ated by me in my statement as having been introduced by Mr. Harris 
are the ones which comprise our present thinking on our program. 

Mr. Mack. Mr. Chairman, the reason I ask that question is that 
following these conferences you have in April it is your plan or inten- 
tion to testify in favor of the legislation which has already been 
submitted ¢ 

Mr. Gapspy. Yes, sir. 

Mr. Mack. It is not your intention to resubmit new proposals asa 
result of the conferences to be held in April? 

Mr. Gapssy. Not as a result of the conferences to be held in April, 
which will be confined to these bills. There will be other suggestions 
which we will send to the Congress which are far more controversial 
in nature and which will have to be taken up individually. 

However, those are outside of the scope of these five bills to which 
I have referred in my statement. 

Mr. Mack. So we can have some idea, for the 2-year period you 
plan to submit additional proposals following your conferences in 
April at the hearings when they are scheduled ? 

Mr. Gapssy. They wouldn’t be as a result of the conference in April, 
because we will not discuss them, but there are additional changes 
which we feel to be desirable in the act, but some of which are quite 
actively opposed by various elements in industry or various affected 
persons. We are of the opinion that this program represents what 
should be a noncontroversial program. 

Mr. Mack. And I presume that it represents the amendments that 
you feel are most urgent? 

Mr. Gapssy. I won’t say it represents those which we feel are most 
urgent. There are other bills that we are actively giving considers- 
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tion to, but these are the amendments which are designed more to 
increase our enforcement powers than anything else. 

Mr. Mack. Mr. Chairman, have you included in your statement 
the areas that you feel are most urgent ? 

Mr. Gapvssy. I don’t believe that we have indicated that any one 
ortion of our program is more urgent than another; no. 

Mr. Mack. As I understand, the controversial area is not part of 
your program ¢ 

Mr. Gapssy. No. 

Mr. Mack. My question is, Have you pointed out in your state- 
ment the areas that you feel need amendment, but are somewhat 
controversial 

Mr. Gapspy. No, we have not presented those, Mr. Chairman. 

Mr. Macks. Of course this committee, I am sure, would be interested 
in having controversial problems as well as the noncontroversial 
problems. 

Mr. Gapssy. Those bills are in the process of being drafted and will 
be submitted to your committee as soon as they are available. 

Mr. Mack. Mr. Chairman, how much time do you think should be 
allotted to you and your Commission for the purpose of presenting 
the immediate legislative program in a little greater detail ? 

Mr. Gapssy. As far as our presentation is concerned, I shouldn’t 
think it would require more than 3 or 4 hours at the most. I cannot 
tell what opposition there will be, of course. I should not think 
that it would take more than a couple of days at the most of your 
committee’s time. 

Mr. Mack. May I ask this further question: Do you intend to take 
3 or 4 hours presenting your statement, or do you intend that 3 or 4 
hours to cover any questions that might be asked by the committee? 

Mr. Gapssy. I don’t believe that it will take more than a couple of 
hours for me to present our program. In saying 3 or 4 hours I had 
in mind that your committee might take a couple of hours in asking 
questions as to detail. 

Mr. Mack. As I understand it, you will present your program in 
approximately 2 hours? 

Mr. Gapssy. I should say so. 

Mr. Mack. We will be very free with our time and certainly will 
give you whatever time is necessary, but I wanted to have the informa- 
tion for the purpose of scheduling the hearings on this legislation. 

I noticed in your statement you indicated that there were some 88 
subsections which needed attention. Of course that sounds like quite 
a large overhaul of the various acts and I did not understand as a 
result of our conference that there were many substantial changes. 

Mr. Gapspy. You must not be overwhelmed by that statistic because 
many of them are technical in nature. 

Mr. Mack. I wanted it understood that this was not an attempt 
to rewrite the Securities Act. 

Mr. Gapspy. It is most certainly not an attempt to rewrite the 
Securities Act, which I would be the last person in the world to 
attempt to do. 

Mr. Mack. Mr. Chairman, perhaps you would like to reintroduce 
the members of your Commission and the members of your staff at 
this time. 
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I am sure you know all the members of the committee. We now 
have with us Mr. Bennett, who is our most senior member, and who 
has had a special interest in the securities and exchange field for many 
years; Mr. Dollinger from New York; Mr. Collier from Illinois; ang 
Mr. Hemphill from South Carolina. y 

Mr. Gapssy. Gentlemen, over at the far corner is Commissioner 
Hastings of Arizona; Commissioner Sargent of New York; Com. 
missioner Orrick of California; and Commissioner Patterson of 
Virginia. 

I will go from left to right and introduce Mr. Becker, management 
analyst; Mr. Kappler, my executive assistant; Mr. Woodle, the Di. 
rector of the Division of Corporate Regulation; Mr. Scheidenhelm 
our Executive Director; Mr. Philip Loomis, the head of the Division 
of Trading and Exchanges; Mr. Risk, the Associate Director of the 
Division of Corporation Finance—the director himself is in the hos. 
pital—and Mr. Cohen, the counsel for the Division of Corporation 
Finance; Mr. Meeker, our General Counsel; Mr. Helfenstein, the 
Director of the Office of Opinion Writing; Mr. Barr, our Chief 
Accountant; and Mr. Donaty, our Budget and Fiscal Officer. 

I guess that comprises our staff. 

Mr. Mack. We have coming in Mr. Avery of Kansas. 

Mr. Avery. Thank you, Mr. Chairman. 

Mr. Mack. We were just in the process of introducing the members 
of the Securities and Exchange Commission and I wanted to introduce 
the members of the committee as well. 

Mr. Avery. May I say I was merely perfoming the service of a 
guide here. I do not intend to stay for your hearing. We have one 
on the way on the other side, so with your permission I will excuse 
myself. 

Mr. Mack. We enjoyed having you with us last year and we would 
be happy to have you participate any time this year. 

Mr. Avery. Thank you, Mr. Chairman. I will consider this asa 
continuing invitation to come back at my earliest convenience. 

Mr. Mack. Although it is in the annual report, it might be ad- 
visable to include the biographies of the Commissioners in the hearings 
this morning for the convenience of the members of the committee. 

Mr. Gapsspy. That is contained on pages XIII to XVI, inclusive, 
of the annual report. 

Mr. Mack. We will have it included as part of our record here this 
morning. 

(The material is as follows :) 


COMMISSIONERS 
Epwarp N. Gapssy, Chairman 


Chairman Gadsby was born in North Adams, Mass., on April 11, 1900. He 
received an A.B. degree from Amherst College in 1923 and a J.D. degree from the 
New York University School of Law in 1928. From 1929 to 1937 he was as 
sociated with the law firm of Mudge, Stern, Williams & Tucker of New York City. 
From 1937 to 1947 he practiced law in North Adams, Mass. In 1947 he was 
appointed a commissioner of the Massachusetts Department of Public Utilities 
and held that position until 1952, serving as chairman from 1947 to 1949. From 
1952 to 1956 he served as general counsel of the Massachusetts Department of 
Public Utilities and thereafter was a member of the law firm of Sullivan & 
Worcester of Boston, Mass. On August 20, 1957, he took office as a member of the 
Securities and Exchange Commission for a term expiring June 5, 1958, and was 
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designated Chairman of the Commission. He was reappointed effective June 5, 
1958, for a term expiring June 5, 1963, and was again designated as Chairman. 


ANDREW DOWNEY ORRICK 


Commissioner Orrick was born in San Francisco, Calif., on October 18, 1917. 
He received his B.A. degree from Yale College in 1940 and an LL.B. degree from 
the University of California (Hastings College of Law) in 1947. From 1942 to 
1946 he was on active duty with the U.S. Army and was separated from the serv- 
jce as a captain in the Transportation Corps. After being admitted to practice 
jin California in 1947 he was associated with the law firm of Orrick, Dahlquist, 
Herrington & Sutcliffe, in San Francisco, until February 1954, when he became 
Regional Administrator of the San Francisco Regional Office of the Securities 
and Exchange Commission. He served in that capacity until May 25, 1955, when 
he was sworn in as a member of the Commission for a term of office expiring 
June 5, 1957. On June 12, 1957, he was reappointed as a member of the Commis- 
sion for a term of office expiring June 5, 1962. During the periods from May 27, 
1957 to June 6, 1957 and from June 12, 1957 to August 20, 1957 he was designated 
as Acting Chairman of the Commission. 


Haroitp C. PATTERSON 


Commissioner Patterson was born in Newport, R.I., on March 12, 1897, and 
attended public schools in Massachusetts and Maryland. He attended George 
Washington University after graduating from Randolph Macon Academy. In 
1918 he enlisted in the U.S. Naval Reserve for service in World War I, was 
commissioned ensign, U.S. Naval Reserve, in 1918; in June 1919 commissioned 
ensign U.S. Navy; and resigned in 1923. Prior to 1954, he had for many years 
been a partner of Auchincloss, Parker & Redpath, members of the New York 
Stock Exchange, in Washington, D.C. He resigned from the firm June 1, 1954. 
He served as a board member of the National Association of Securities Dealers, 
Inc., and was active over the years in its securities industry policing work. On 
June 15, 1954, he was appointed Director of the Division of Trading and 
Exchanges of the Securities and Exchange Commission and served in that 
capacity until August 5, 1955, when he took office as a member of the Commission 
for a term of office expiring June 5, 1960. 


EARL F. HASTINGS 


Commissioner Hastings was born in Los Angeles, Calif., on April 27, 1908, 
and resides in Glendale, Ariz. He attended Texas Western University and the 
University of Denver. He is a registered professional engineer. During the 
years 1932 to 1941 he served as a consulting engineer with mining and industrial 
firms. From 1941 to 1942 he worked with Hawaiian constructors on a military 
installation on Oahu, T.H. From 1942 to 1947 he served in various engineering 
and managerial capacities. At that time he became a general partner of the 
firm, Darlington, Hastings & Thorne, which served as industrial consultants and 
managers. In 1949 he was appointed director of securities, Arizona Corporation 
Commission, Phoenix, and he served in that capacity until March 1, 1956, when 
he was appointed a member of the Securities and Exchange Commission for a 
term of office expiring June 5, 1959. 


JAMES C, SARGENT 


Commissioner Sargent was born in New Haven, Conn., on February 26, 1916, 
and holds degrees of B.A. and LL.B. from the University of Virginia. He ‘was 
admitted to the New York Bar in 1940 and became associated with the firm of 
Clark & Baldwin, New York City. From January 1941 to July 1951, except for 
military service, he was employed as a trial attorney by Consolidated Edison 
Co. of New York. He enlisted in the U.S. Army Air Force in 1942 and served 
in this country as an air intelligence school instructor and as a combat and 
special intelligence officer in the Southwest Pacific. He was separated to inactive 
duty in January 1946 with the rank of captain. In the fall of 1948, he served 
as an assistant attorney general of the State of New York in the Election Frauds 
Bureau in New York City. From July 1951 to August 1954 he was employed as 
law assistant to the appellate division, first department, Supreme Court, State 
of New York. He was associated with the firm of Spence & Hotchkiss, New 
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York City, from August 1954 until November 1955. In November 1955 he was 
appointed administrator of the Commission’s New York regional Office, He 
served in that capacity until June 29, 1956, when he was sworn in as a member 
of the Commission for a term of office expiring June 5, 1961. 

Mr. Mack. I have noted that you have many employees in the 
Securities and Exchange Commission who have been there for many 
many years, over 20 years a high percentage of them. I don’t recall 
exactly where it was in your statement. However, I think it is com. 
mendatory and it would seem to me that we should encourage people 
to serve not only on the staff, but in the capacity of Commissioners 
for longer periods of time. 

It seems that they become more familiar with the responsibilities 
of the Commission and might ever perform better service for the 
Federal Government. 

I notice from the biographies that the most senior man on the 
Commission has served less than 4 years. I believe I am correct on 
that. 

Mr. Orrick. Over 4 years. 

Mr, Mack. Of course this is something over which you have no 
control. I am sure that none of the Commissioners present has any 
control over this, but since you are appointed for a 5-year term it 
seems odd to me that instead of stretching the appointments out over 
a 25-year period that we have here in the case of the Securities and 
Exchange Commission the most senior Commissioner presently sery- 
ing has served approximately 4 years. 

I have not checked other Commissions and I don’t know about the 
length of service of the other Commissioners, although I do know 
several of them to have served for a number of years. It occurred to 
me that it might be an area that the Congress should look into as to 
why the Commissioners haven’t been serving longer periods of time, 
whether it has been that they desired reappointment and haven’t been 
reappointed, or that private industry has attracted them. It seems to 
me that Commissioners should remain on duty and serve at least a 
full term, if not several terms. 

Mr. Commissioner, I know that we require a bipartisan member- 
ship of these Commissions and I presume that you have three mem- 
bers of the majority party and two of the minority party. 

Mr. Gapspy. There are three Republicans and two Democrats on 
the Commission at present. Mr. Hastings and Mr. Patterson are 
Democrats and Mr. Orrick, Mr. Sargent, and I are Republicans. 

Mr. Mack. Mr. Chairman, I thought that it was worthwhile to 
mention length of service, since you had mentioned that many of the 
staff members have served for an extended period of time. 

Mr. Ganssy. If it is of any interest to you, Mr. Chairman, my 
recollection of tlie statistics are that there have been some 34 different 
Commissioners in the 25 years of the life of the Commission. There 
have been, I think, 13 different Chairmen. I cannot tell you the rea- 
sons for separation except that I think you will find that most of 
them have separated voluntarily to go into business, return to private 
law practice, or for some other personal reason. 

Mr. Sarcent. Only two commissioners have served as long as 6 
years. Judge Healy I think served 121% years, and the Commissioner 
from Kansas, McEntire. 
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Mr. Gapssy. Commissioner McEntire served, I think, 7 years. 
Mr. Mack. That is very interesting that no Commissioner has ever 
wo complete terms. 
eeceueier. it is rare for a Commissioner to serve a complete term. 

Mr. Sarcent. Judge Healy died with his boots on. 

Mr. Gapssy. Judge Healy died in office. He was the only one that 
stayed on. He was one of the original appointees and finally died 
in 1946. He died in 1946, having been appointed in 1934. _ 

Mr. Mack. I haven’t done research on other commissions, but I 
have noticed that some of the other commissions occasionally have 
members who serve for extensive periods. In my opinion this is 
one of the most, if not the most, important regulatory commission of 
the Federal Government and it would seem to me that it would be an 
advantage to have people serving for longer periods of time. 

Mr. Sargent. They work too hard. 

Mr. Mack. The Commissioners probably wear themselves out. 

Mr. Gapspy. It is not an easy job, Mr. Chairman. 

Mr. Sarcent. Mr. Mack, we sit 5 days a week, 5 hours per day. In 
addition to that we have to do our quasi-administrative, quasi-ju- 
diciary functions. It is pretty hard with a five-man commission even 
to take enough time to get a decent vacation in terms of trying to 

reserve our quorum requirements. 

Mr. Mack. I would imagine that the Members of Congress know 
how difficult a job you have because I notice that no former Members 
of Congress are members of your Commission. 

Mr. Sarcent. That isn’t true in the staff. We have a former mem- 
ber who is regional administrator of the Washington Regional Office 
right now, Mr. Crow. 

Mr. Mack. Mr. Bennett. 

Mr. Bennett. I am sorry I got here late because I didn’t have an 
opportunity, Mr. Gadsby, to hear your statement. I have just briefly, 
Mr. Chairman, a matter that has concerned me and I think it probably 
will concern other members of the subcommittee and the entire com- 
mittee. 

For the purpose of the record here I just want to bring it to your 
attention. The Commission has proposed rule 144 under considera- 
tion which would grant certain additional exemptions from the act 
to the sale of securities. 

Some years ago Congress passed special legislation to give the 
securities issued by the International Bank special consideration 
under this act so that a sale of a security by the bank to the public 
is not required to go through the same procedure as the sale of secu- 
rities, say, by General Motors; in other words, the registration pro- 
visions of the act. 

The purpose of giving the securities in the Bank the special treat- 
ment, as I recall it, and I was opposed to it myself at that time, was 
the fact that in effect the U.S. Government was behind the issuance 
of these securities up to the amount of the U.S. capital in the Inter- 
national Bank, which is some $3 billion, plus. 

That is one thing. However, this proposal, if I understand it cor- 
rectly—and I wanted to ask Mr. Gadsby a question about it, and he 
and I have exchanged letters about it—would permit obligations of 
foreign governments and corporations in foreign countries who bor- 
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rowed money from the International Bank and had issued notes » 
debentures, or something in the form of a promissory obligation t 
the Bank to repay, and the Bank has those obligations in its portfolig 
to be resold to American investors. The Bank is asking the Commis. 
sion to exempt from registration that type of security. That, Mp 


Chairman, raises some serious questions in my mind. I realize the | 


Commission has not acted on it yet, but it seems to me that is such 
a serious question of policy that the committee and perhaps the Cop. 
gress itself ought to have something to say about whether a decision 


of this kind should be made, because we all recall what happened 


after World War I. 

Mr. Gapssy. Only too well. 

Mr. Bennerr. When these worthless securities of the foreign goy. 
ernment were sold to the American public, hundreds and hundreds 
of million dollars were lost. A public utility company down in South 
America may be operating all right today and may pay its obliga. 
tions without trouble, or it may not. I personally think it would be 
a serious departure from established procedures to permit this type 
of obligation, which is not guaranteed by our Government, but only 
guaranteed by the issuer, either some foreign government or some 
corporation in a foreign country, to be permitted exemption from 
some of the very basic parts of this act. 

I merely raise this question, Mr. Chairman. I am not raising it 
in criticism of you or the Commission at all. I merely want to ex- 
press the opinion that to me it is a very serious matter, and the fact 
that it might only temporarily be in the hands of some of the larger 
investment houses doesn’t satisfy me personally, because I can see 
later these securities getting into the hands of investors who do not 
realize that they may not have all of the protection of the law and 
they ultimately wake up and find out that they have purchased 
something that hasn’t afforded them all the protection of the securities 
laws. 

Mr. Gapsspy. May I ask Mr. Cohen, who has been handling those 
negotiations with the International Bank, to explain that situation! 

Mr. Bennett. Yes, sir. 

Mr. Mack. May I ask first approximately how long this will be! 

Mr. Bennett. Just a minute or two. 

Mr. Mack. I want to say to the gentleman that I think that it isa 
very important point and I certainly would like to hear the state- 
ment. It is just a matter of information concerning the time I wanted 
to inquire about. 

Mr. Bennett. I just want to have someting on our record about it 
to bring to the attention of both the Commission and our committee 
because I think it is a matter of sufficient importance to warrant the 
attention of the committee. 

Mr. Mack. I agree with the gentleman, although I hadn’t planned 
extensive hearing today. I believe the gentleman has had some corre- 
spondence on this subject in the last few days? 

Mr. Bennett. Yes, and I was going to turn it over to you. 

Mr. Mack. From what I have heard this morning I think it is an 
important area and the Chair would be very happy to have the state- 
ment. I did not want to get the hearing involved exclusively on this 
point this morning. 
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Mr. Bennett. No. I merely wanted to bring it to the attention of 
the committee as a subject that might very well have the attention 
of the committee. 

(The correspondence referred to by Mr. Bennett follows:) 


Fresruary 20, 1959. 
Hon. Epwarp N. GApsby, 
Chairman, Securities and Exchange Commission, 
Washington, D.C. 

Dear Mr. GApsBy: I have noted a recent press release to the effect that the 
Commisison is contemplating the issurance of a proposed new rule 144 which 
would define private offerings under section 4(1) of the Securities Act to include 
the offering and sale to corporate or institutional investors of participations in 
loans held by the International Bank for Reconstruction and Development, and 
to define distribution under section 2(11) as not applying to such transactions. 

Inasmuch as such definitions, I assume, would take the offering and sale of 
such participations from under the registration provisions of the act, I would 
appreciate your writing me in some detail as to the reasons prompting the sug- 
gested rule, the circumstances giving rise to the suggestion, and the adequacy 
to investors, whether corporate, institutional, or otherwise, which would continue 
to be afforded were such rule to be promulgated. 

Very truly yours, 
JOHN B. BENNETT. 


[News Digest, Securities and Exchange Commission, Feb. 10, 1959] 
EXEMPTION FOR INTERNATIONAL BANK TRANSACTIONS PROPOSED 


The SEC today announced a proposal to adopt a new rule 144 under the Se- 
eurities Act of 1933 which would have the effect of providing an exemption from 
the Securities Act registration requirements with respect to certain transactions 
by the International Bank for Reconstruction and Development. 

The Bank is an international cooperative organization of 66 member countries 
who constitute its shareholders. It is principally engaged in lending funds to 
finance development projects in member countries. Borrowers from the Bank 
may be member governments, political subdivisions or agencies of members, or 
private enterprises. If a borrower is not the government in whose territory 
a project is located, a guarantee from that government is required. 

Participations offered or sold by the Bank range from $50,000 per participa- 
tion to an exceptional $10 million. The average in recent years has been in 
excess of $1 million. The Bank has advised the Commission that participations 
are offered and sold only to corporate or other institutional investors who repre- 
sent a specialized market for securities of this type. 

The proposed rule would define the term “transactions by an issuer not in- 
volving any public offering,” in section 4(1) of the act, to include the offering 
and sale to corporate or institutional investors of participations in loans held by 
the International Bank for Reconstruction and Development where the par- 
ticipations are arranged separately with each such investor and the investor 
buys for investment and not with a view to making a distribution. 

The proposed rule would also define the term “distribution” in section 2(11) 
of the act as not applying to such transactions by the Bank or by any dealer who 
is acting on an agency basis pursuant to a written contract with the Bank. 

Thus, the offering and sale of such participations would not require prior 
registration under the Securities Act. 


SECURITIES AND ExcHANGE ComMMISSION, 
Washington, D.C., March 8, 1959. 
Hon. Jonn B. BENNETT, 
House of Representatives, 
Washington, D.C. 

Dear Mr. BenNeEtr: This will acknowledge receipt of your letter of February 
20, 1959, requesting a statement in some detail as to the reasons prompting the 
Commission’s proposed new rule 144, on which public comments were invited 
February 10, 1959, by Securities Act Release No. 4028. 

48168—60——4 
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This rule is being considered at the request of the International Bank for 
Reconstruction and Development. The reasons which prompted the Bank to 
request the rule are set forth in considerable detail in a letter dated August 19 
1958, addressed to the Commission by Mr. Davidson Sommers, Vice President and 
General Counsel of the Bank. I am enclosing a copy of that letter herewith, 
I am also enclosing a copy of the Commission’s release referred to above. 

As you will note from Mr. Sommers’ letter, the purpose of the rule is to 
enable the Bank to obtain funds to make additional loans for the purposes get 
forth in the Bank’s charter. It is the Bank’s view that the granting of par- 
ticipations in loans is essentially a commercial banking procedure similar tg 
that by which domestic banks arrange for participations of other banks in large 
loans. It is also urged that participations are granted to limited groups of 
persons constituting a special category of investors who are familiar with the 
type of investment involved, many of whom have business interests or connec. 
tions in the borrowing country, and are presumed to be in a position to obtaip 
from the Bank such information as they may need to reach an informed judg. 
ment in the matter. 

If I can be of further assistance, I trust you will not hesitate to call upon me 

Sincerely yours, 
Epwarp N. GApsBy, Chairman. 


INTERNATIONAL BANK FOR RECONSTRUCTION AND DEVELOPMENT, 
OFFICE OF THE PRESIDENT, 
Washington, D.C., August 19, 1958. 
SECURITIES AND EXCHANGE COMMISSION, 
Washington, D.C. 


Dear Stirs: The International Bank for Reconstruction and Development 
respectfully requests that the Securities and Exchange Commission adopt a 
rule under the Securities Act of 1933 in order to confirm that a plan developed 
by the Bank to increase its resources through greater participation by others 
in its loans may be properly carried out without registration under the act, 


THE BANK AND ITS LENDING OPERATIONS 
The Bank 


The Bank is an international cooperative organization of 66 member countries 
who constitute its shareholders. It has an authorized share capital of $10,000 
million and its issued capital is at present $9,405.4 million, of which 20 percent 
has been called up, the remaining 80 percent being subject to call only if required 
to meet the Bank’s obligations arising out of its own borrowings or guarantees, 

The Bank is principally engaged in lending funds to finance development 
projects in member countries. Borrowers from the Bank may be member goy- 
ernments, political subdivisions or agencies of members, or private enterprises, 
but if a borrower is not the government in whose territory a project is located, 
a guarantee from that government is required. 


Loans made by the Bank 


From the time of commencement by the Bank of its lending operations in 1947 
until June 30, 1958, the Bank made loans aggregating the equivalent of $3,729 
million, net of cancellation and refundings, both in U.S. dollars and in various 
other currencies. 

When the Bank makes a loan, it enters into a loan agreement with the bor- 
rower which becomes effective when stipulated conditions have been satisfied. 
This usually requires a period of several months. The loan agreement provides 
that the Bank will disburse funds from time to time in the currency or the vari- 
ous currencies required by the borrower. The disbursements are normally made 
over the period of the construction of the project being financed, which often 
extends for several years. Interest accrues as the funds are disbursed, and the 
interest payments commence on the respective semiannual interest payment 
dates next following the disbursements. 

Repayment of each loan is to be made according to an amortization schedule 
set forth in the loan agreement and in the various currencies payable under the 
loan. The Bank has the right to allocate the currencies to be repaid to the 
different maturities as it sees fit; for example, if part of a loan is repayable in 
German marks and part in U.S. dollars, the Bank can provide for repayment in 
German marks in the earlier maturities and in U.S. dollars in the later maturi- 
ties, or in some other specified order. 
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In general, the Bank has limited the life of its loans to 25 years, and most of 
its loans are for shorter periods. Repayments are normally made to begin at 
the time of the completion of the project for which the loan is made, usually 
several years after the loan agreement is signed, and thereafter repayments are 
required in semiannual installments usually, but not always, ealculated on the 
basis of constant annuities of principal and interest, sufficient to redeem the 
entire loan by its final maturity date. 7" 

Interest rates charged by the Bank on its loans have fluctuated with interest 
rates in the markets in which the Bank itself has borrowed funds, particularly 
in the United States. In general, the Bank has computed its rates at any given 
time by taking the estimated rate which the Bank itself would then have to pay 
for borrowed money and adding to this rate a commission of 1 percent and a 
further charge of one-fourth of 1 percent to cover administrative expenses. 
Prior to the disbursement of any portion of a loan, the Bank charges a commit- 
ment fee on such undisbursed portion of three-fourths of 1 percent per annum. 

The Bank has the right to call for bonds or notes of the borrower in the prin- 


cipal amounts, currencies, and maturities to be repaid. However, except in a 


few special cases, the Bank has not called and generally does not intend to call 
for bonds or notes unless requested to do so by participants in the loan, as later 
described. 


Borrowing by the Bank 


The funds for the Bank’s loans are obtained from the Bank’s own paid-up 
capital and other resources and from funds borrowed by the Bank in the United 
States and in other markets. The Bank’s borrowings outstanding at June 30, 
1958, amounted to the equivalent of US$1,658.4 million, of which $1,458.4 mil- 
lion was outstanding in U.S. dollars and the equivalent of $200 million was 
outstanding in other currencies. Securities issued by the Bank in the United 
States are exempt, under section 15 of the Bretton Woods Agreements Act, from 
the registration provisions of the Securities Act of 1933, although the Bank is 
required, under section 15 and by Securities and Exchange Commission Regula- 
tion BW, to file various reports with the Commission. 


U.S. membership in the Bank 


The United States has subscribed to shares in the Bank aggregating $3,175 
million. Of this amount, $635 million (20 percent) has been paid and the bal- 
ance of $2,540 million (S80 percent) is subject to call. The United States has 
about 29 percent of the votes of all members. 

The U.S. Governor of the Bank is Robert B. Anderson, Secretary of the Treas- 
ury. The U.S. Executive Director is Tom B. Coughran, Assistant Secretary of 
the Treasury. 

Under the Bank’s articles of agreement, the Bank may borrow in the United 
States, or engage in the United States in portfolio transactions of the type under 
consideration in this memorandum, only with the consent of the Government of 
the United States. 


THE BANK’S NEED FOR ADDITIONAL RESOURCES 


The rate of lending by the Bank has recently increased substantially. For 
several years prior to fiscal year 1957-58, the Bank made loans at the rate of 
about $400 million a year. In fiscal year 1957-58, however, loans made by the 
Bank totaled the equivalent of $711 million, and it is hoped and expected that 
this rate will be continued, and possibly even increased, in later years. 

To continue this high rate of lending, however, puts a serious strain on the 
Bank’s resources. It has already resulted in a large inerease in the Bank’s 
borrowing program. The Bank borrowed the equivalent of $322 million in fiscal 
year 1956-57 and the equivalent of $650 million in the fiscal year 1957-58. It 
plans to continue to borrow large amounts. 

The U.S. Government is in favor of substantially increasing the resources of 
the Bank to enable this scale of lending to continue. One proposal now being 
seriously considered by the U.S. Government, as well as by the Bank, is to double 
the capital subscription of the United States in the Bank (from $3,175 million to 
$6,350 million), as part of and to be accompanied by a general increase in capital 
Subscriptions of other members of the Bank. 
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PARTICIPATIONS IN THE BANK’S LOANS 


One source of funds for the Bank is the granting by it of participations jp its 
loans to private institutional investors, without the Bank’s guarantee. The 
Bank is not now granting participations with its guarantee. 

Participations of this kind serve a twofold purpose as far as the Bank jg 
concerned. They not only are a substantial source of funds but also help pro. 
mote the flow of private foreign investment, a principal objective of the Bank 
under its charter. 


Procedure 


The procedure generally followed in these transactions is as follows: 

(a) Bank participations fall generally into two categories of cases. The first 
category is where a participation is granted either when the loan is first cop. 
mitted or after the loan is committed but before disbursements are made. The 
second category, sometimes called portfolio transactions, is where a participa- 
tion is granted after disbursements are made. 

(0) In the first category of cases, the Bank enters into a participation agree. 
ment with the participant which provides that the participant shall have a 
participation of a stated principal amount, either in U.S. dollars or another 
currency, in each of one or more specified maturities of the loan (each such 
maturity being one of the semiannual interest and amortization dates under 
the loan) ; the rate of interest is specified and the rate may vary from maturity 
to maturity. (Interest rates on participations have fluctuated from time to 
time with market conditions but almost always have been less than the rates 
of the underlying loans. The benefits of the difference, up to 1 percent, are 
passed on by the Bank to its borrowers in the form of interest reductions under 
the loan agreements. <Any difference greater than 1 percent is kept by the 
Bank.) Each participation agreement provides that funds in respect of the 
participation are to be remitted to the Bank from time to time as requested by 
the Bank. Such requests are normally made soon after disbursements are made 
by the Bank under the loan. The purchaser receives a commitment fee of 
three-fourths of 1 percent on funds committed by it until it remits such funds 
to the Bank. In respect of each remittance, the Bank issues to the participant 
a participation certificate evidencing the Bank’s obligation to pay principal 
and interest, but only out of the payments of principal and interest which are 
received by the Bank under the underlying loan. With certain qualifications, 
the Bank reserves to itself all rights with respect to the administration and 
enforcement of the loan. Participation certificates are transferable by regis- 
tration but are not in negotiable form. 

(c) In the second category of cases referred to above, the portfolio transac- 
tions, there is, of course, no participation agreement. The Bank simply grants : 
participation in a loan that it has already made and receives for its own account 
the purchaser’s payment. To evidence the transaction, the Bank delivers to 
the participant a participation certificate with provisions similar to those 
described above. 

(d) With respect to both categories of participations, the Bank has worked 
out an alternative procedure to meet the requirements of participants who may 
wish to have the right to receive the borrower’s bonds in lieu of participation 
certificates. Such participants receive so-called interim certificates at the time 
they make their funds available to the Bank. In substance, an interim certifi- 
eate contains the same provisions as does a participation certificate, except that 
it provides the holder with an additional right to receive, upon demand, the 
bonds of the borrower. When any such demand is made, the Bank is required 
to procure the issuance of bonds by the borrower (such bonds to carry the 
maturities and bear the reduced interest rates of the participation) and deliver 
them to the participant. 

(e) Investment letters have been obtained by the Bank from all participants. 
Participations to date 


The Bank has granted participations in the United States only to approved 
institutions, consisting primarily of large commercial banks and insurance 
companies, with commercial banks predominating. Participations have also 
been made to a few qualified educational and charitable institutions and founda- 
tions. The intention has been to restrict participations to specially qualified, 
knowledgeable institutions. 
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The total number of participants for all such participations granted by the 
Bank in all loans to date is about 50. In addition, there have been sales to 
about 20 foreign corporations doing business in the United States or U.S. sub- 
sidiaries of foreign corporations. 

From this it will be seen that over the 10-year period during which such 
participations have been granted, the U.S. market approached by the Bank has 
peen very narrow. 

The following table shows the principal amount of all participations granted 
without the Bank’s guarantee, both in the United States and abroad, up to 
June 30, 1958: 


Summary of portfolio transactions and participations 


{In thousands of U.S. dollars] 


Portfolio transactions | Participations 











Fiscal year | Total 
In United Outside In United | Outside | 
States United States | United | 
States | States 

Prior to 1951-.- 5 alti wich 150 | 4,318 }...-.. i ine bay = sebie | 4, 468 
Te. on. os | 6, 909 S06 ts. 10, 409 
1952-53 oe = ‘ i 5, 334 997 |.--- } 6, 331 
1953-54. ------- ‘ ae } 1, 384 12, 611 10, 065 | 1, 806 | 25, 866 
1954-55... .-- a ee gs 20, 227 | 48, 822 27, 295 2, 050 | 98, 394 
1955-56. --- hea 1, 136 | 46, 133 11, 714 2, 708 61, 691 
—........ te | 3,674 | 37,337 11, 024 | 4, 859 | 56, 894 
1957-58... ----- ; ; 1, 848 | 36, 688 | 39, 474 | 8, 990 | 87, 000 
— —— - - —— a — — ES 
eS ois : : = 28,419 | 198, 152 | 104, 069 | 20, 413 | 351, 053 

| | | 


During the 2 fiscal years ending June 30, 1957, and June 30, 1958, more than 
60 percent of the participations were granted outside the United States. 

The participants in each loan have ranged in number from 1 to about 40 over 
the life of the loan to date, including both United States and foreign. The 
largest single transaction involved 22 participants, both United States and foreign. 

Maturities on participations of the first category normally have ranged from 
about 3 to 5 years, with an average of about 4 years. Maturities on portfolio 
transactions normally have extended up to 3 years, with an average of about 2 
years. The difference has arisen because in participations of the first category 
usually there will be no maturities coming due for possibly 3 or more years. 

Participations in the United States have ranged all the way from about $50,000 
per transaction to an exceptional participation of $10 million. The arithmetical 
average for the past 2 years has been about $1,700,000; the median has been 
somewhat less than $1 million. 

Generally U.S. dollar participations have been granted both in the United 
States and abroad and nondollar participations have been granted only abroad. 

No bonds have been issued to participants except in a few early loans. 

Of the total number of loans (207), about 140 have had participations granted. 
Of the 48 countries and territories where loans have been made, 6 countries 
have not had any participations in their loans. 

The Bank knows of only 17 instances in which resales of participations have 
been made. Of these, 5 were of participations in the first category and 12 
of participations in the second. There have been other cases in which certificate 
registrations have been changed, but these are not believed to have involved 
resales, 

THE PLAN 


In an effort to extend loan participations by reaching a broader group of 
participants, the Bank proposes to retain the First Boston Corp. and Morgan 
Stanley & Co. to act as its agents on a commission basis in arranging participa- 
tions. The agents would act only in respect of the second category of participa- 
tions decribed above; namely, portfolio transactions. Completed transactions 
would be evidenced either by participation certificates or interim certificates, 
depending upon the requirements of the particular participants. 

The Bank in consultation with the agents would designate from time to time 
the loans (or parts of loans) in respect of which it wished participations, and the 
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prices, maturities, and interest rates. The loans so to be designated would be 
limited to loans in respect of which the payment of interest has commenced, 

The agents would then endeavor to arrange for the granting of participations 
in the designated loans to lending institutions and institutional investors, such ag 
commercial banks and trust companies, savings banks and associations, ingyr. 
ance companies, investment companies and trusts, pension and employee benefit 
funds, charitable, educational, and scientific organizations, corporations anq 
public funds. The Bank would expect to require for the aggregate participations 
of each participant some minimum such as $50,000. 

The agents’ approaches to prospective participants would be through personal 
contacts, telephone calls, letters, or other private communications. Advertis. 
ing or other publicity commonly associated with public offerings of securities 
would not be employed. 

Information concerning each designated loan would be made available depend. 
ing upon the requests of the prospective participants. It is expected that there 
would be furnished in most instances a memorandum prepared by the Bank, 
setting forth in a few pages information concerning the loan, the project, and 
the economy and finances of the obligor or obligors. When requested, the Bank 
and the agents would be prepared to furnish additional information available to 
them. 

The functions and activities of the agents would not extend beyond the com. 
pletion of the arrangements for the participations. The Bank would attend 
directly to the closing of the transactions. 

It is not contemplated that the agents will arrange participations in the first 
category, or participations of the second category in loans on which the payment 
of interest has not commenced. The Bank would continue to handle these trans- 
actions as it has done in the past, and also make all arrangements for foreign 
participations, including possibly any participations by agents in the United 
States for foreign accounts. 

If the Commission should so desire, the Bank would be prepared to furnish 
the Commission periodic reports on transactions under the plan. 


THE REQUESTED RULE 


According to the Bank’s understanding, the participation certificates and interim 
certificates which would be delivered under the plan, if deemed securities, would 
be exempt from registration under the Securities Act of 1933 by virtue of section 
15 of the Bretton Woods Agreements Act. 

Any registration question there might be in relation to the plan would there- 
fore concern the granting of participation in the loans held by the Bank. 
Assuming the loans are securities under the act, the granting of participations 
in them as contemplated under the plan would, in the Bank’s view, be exempt 
from registration by virtue of section 4(1) of the act. 

For the purposes of the plan, the Bank should not be regarded as an “under- 
writer” within the meaning of the act. In purpose and procedure, its lending 
operations are analogous to those of commercial banks and other lending insti- 
tutions, rather than those of investment bankers or others purchasing or other- 
wise acquiring securities with a view to public distribution. The loans are made 
by the Bank for the sole purpose of fulfilling the purposes of its organization, 
and they simply become parts of the loan portfolio held by the Bank. The Bank 
has often loaned in the past, and still continues to lend, where there is no pros- 
pect of arranging participations. The granting of participations is thus at most 
incidental and secondary, rather than a primary motivation. Certainly there 
is no thought of distribution in the usual sense, 

The granting by the Bank of participations in the first category is in procedure 
and effect virtually the same as a now common practice of commercial banks. 
Similarly, the portfolio transactions under the plan would be comparable to 
what would be involved if a commercial bank should choose to dispose of all 
or parts of loans held in its loan account. 

The methods to be employed under the plan would not resemble those of the 
public distribution of securities. The market to be approached by the agents 
would be a specialized one, and their methods would be those of direct negoti- 
ation rather than distribution. While they are and would continue to be secur- 
ities dealers, the agents would act under the plan simply as intermediaries be- 
tween the Bank and other lending institutions or institutional investors. 
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In this analysis, the Bank has attempted to extract from the circumstances 
and describe what it considers to be the realities, and to relate them to what 
it understands to be the general spirit and intent of the Securities Act of 1933. 
The Bank recognizes, however, that the language of the act is such that some 
literal construction might indicate a different result. In consequence, the Bank 
requests the adoption of a rule which would in effect confirm the conclusion 
pased on the realities. A suggested form for such rule is respectfully enclosed. 

If the Commission should so desire, the Bank will arrange to have its repre- 
sentatives discuss this matter with the Commission or its staff. If the Commis- 
gion should have any question with respect to the merits of the request, the 
Bank would appreciate an opportunity to have such a discussion. 

Very truly yours, 
Davipson SOMMERS, 
Vice President and General Counsel. 


RULE 





DEFINITION OF CERTAIN TERMS AS USED IN SECTION 2(11) AND SECTION 4(1) IN 
RELATION TO CERTAIN TRANSACTIONS OF THE INTERNATIONAL BANK FOR RECON- 
STRUCTION AND DEVELOPMENT 


The term “distribution” in section 2(11) and the term “offered to the public” 
in section 4(1) shall not be deemed to apply to any action of the International 
Bank for Reconstruction and Development or any dealer or other person acting 
on its behalf or for its account in offering, negotiating or arranging (without 
public advertisement or similar publicity commonly used in public distributions 
of securities) grants, sales or other transfers of any participation or partici- 
pations in, or rights under, any loan held by the International Bank for Recon- 
struction and Development, or any part of any such loan, on which the payment 
of interest has commenced, or in granting, selling or otherwise transferring any 
such participation or participations, or rights, to any one or more lending insti- 
tutions or corporate or other institutional investors. 


[Securities and Exchange Commission, Feb. 10, 1959] 


Securities Act of 1933. 
Release No. 4028. 


NoTICcE OF PROPOSED RULE RELATING TO CERTAIN TRANSACTIONS BY THE INTERNA- 
TIONAL BANK FOR RECONSTRUCTION AND DEVELOPMENT 


Notice is hereby given that the Securities and Exchange Commission has under 
consideration a proposed rule relating to certain transactions by the Interna- 
tional Bank for Reconstruction and Development. 

The proposed rule, which is designated rule 144, would define the term 
“transactions by an issuer not involving any public offering,” in section 4(1) 
of the act, to include the offering and sale to corporate or institutional investors 
of participations in loans held by the International Bank for Reconstruction 
and Development where the participations are arranged separately with each 
such investor and the investor buys for investment and not with a view to 
making a distribution. 

The proposed rule would also define the term “distribution” in section 2(11) 
of the act as not applying to such transactions by the Bank or by any dealer who 
is acting on an agency basis pursuant to a written contract with the Bank. 

The Bank is an international cooperative organization of 66 member countries 
who constitute its shareholders. It is principally engaged in lending funds to 
finance development projects in member countries. Borrowers from the Bank 
may be member governments, political subdivisions or agencies of members, 
or private enterprises. If a borrower is not the government in whose territory 
a project is located, a guarantee from that government is required. 

Participations offered or sold by the Bank range from $50,000 per participation 
to an exceptional $10 million. The average in recent years has been in excess 
of $1 million. The Bank has advised the Commission that participations are 
offered and sold only to corporate or other institutional investors who repre- 
sent a specialized market for securities of this type. 
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The text of the proposed rule is as follows: 


RULE 144. DEFINITION OF CERTAIN TERMS USED IN SECTIONS 2(11) AND 4(1) Jy 
RELATION TO CERTAIN TRANSACTIONS OF THE INTERNATIONAL BANK FOR RECON. 
STRUCTION AND DEVELOPMENT 


(a) The term ‘transactions by an issuer not involving any public offering” 
in section 4(1) of the act shall be deemed to include any offer or sale by the 
International Bank for Reconstruction and Development, or by any dealer on an 
agency basis and pursuant to a written contract with the Bank, of any participa. 
tion in, or right under, any loan held by the Bank where the offer or sale— 

(1) Is made only to lending institutions or corporate or other institutional] 
investors selected by or on behalf of the Bank who take any such participa- 
tion or right for investment and not with a view to distribution ; 

(2) Is negotiated or arranged separately with each such investor; 

(3) Is made without, and is not followed by, public advertisement or 
other publicity commonly used in connection with the public distribution 
of securities. 

(b) The term “distribution” in section 2(11) of the act shall not be deemed 
to apply to any action of the International Bank for Reconstruction and De 
velopment or any dealer acting on an agency basis and pursuant to a written 
contract with the Bank in negotiating, arranging or effecting the offer or sale 
of any participation in, or right under, any loan held by the Bank where the 
offer or sale is made to the persons, and in the manner, specified in paragraph 
(a). 

a * * 7 ed + o 


The proposed action would be taken pursuant to the Securities Act of 1933, 
particularly sections 2(11),4(1), and 19(a) thereof. 

All interested persons are invited to submit data, views and comments on the 
proposed rule, in writing, to the Securities and Exchange Commission, Washing- 
ton, D.C., on or before March 10, 1959. Except where it is requested that 
such communications not be disclosed, they will be considered available for 
public inspection. 

By the Commission : 

OrvaL L. DuBots, Secretary, 


SECURITIES AND EXCHANGE COMMISSION, 
Washington, D.C., March 10, 1959. 
Hon. EpwWArRp N. GADSBY, 
Chairman, Securities and Exchange Commission, 
Washington, D.C. 


DEAR Mr. GApssy: I have your letter of March 3 concerning my inquiry of 
February 20 relative to the Commission circulation of a proposed rule, rule 144, 
for the exemption of participations issued by the International Bank in loans 
it may make from the registration provisions of the Securities Act. I have read 
the enclosure of letter of August 19, 1958, from Mr. Davidson Sommers, Counsel 
for the Bank, to you urging your consideration of such rule. 

As you appreciate, at the time H.R. 4832 was enacted in 1949, there appeared 
to be no reason for not treating securities issued by the Bank in the same stead 
as those issued by the U.S. Government, and hence exempt from the 1933 regis- 
tration requirements, to the degree that securities of the Bank were backed by 
the guarantee of the U.S. Government, that is to $3,175 million. Such exemption 
included securities which the Bank fully guaranteed as to principal and in- 
terest. 

In order to have a look at the problem when the Bank’s outstanding obliga- 
tions might approach the amount of the Government’s guarantee, and the pur- 
chaser thus would become dependent upon the underlying issuer or a foreign 
government, from neither of whom the purchaser had been in possession of the 
information which would have been required had there been registration, the bill 
contained provision for the Bank to make periodic reports to the Securities and 
Exchange Commission, and section 3 of Public Law 142, 81st Congress, provided 
that the Commission could suspend the exemption. 

It appears from Mr. Sommers’ letter that the Bank is now making loans at an 
increasing rate, and is faced with the problem of raising additional funds which 
it may do through the doubling of its capital, the issuance of securities, or the 
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sale of some of its portfolio. The proposed rule seemingly is directed to the last 
of these three sources. , tL 

Naturally the discussion you have submitted is intricate and somewhat dif- 
ficult for a layman to comprehend. As I gather it, however, these participations 
are not to be guaranteed by the Bank, thus have no I .S. Government guarantee 
behind them. As I understand the charter of the Bank, it cannot make loans if 
the borrower could secure his capital in the regular market. By definition there- 
fore, the loans which are subject of these participations, are not top-grade securi- 
ties, and the top-grade securities, if floated directly in this country, would have 
to be registered. I gather also that under the proposed rule covering the matter 
of distribution, neither the Bank, nor First Boston Corp., nor Morgan Stanley & 
Co., would be subject to the usual liabilities of the act. 

Accordingly, as requested in my letter of February 20, I wish you would in- 
form me as to your own views of the adequacy of the protection to be afforded 
investors were the proposed rule to be promulgated. In view of the consideration 
which hitherto has been given to this exemption by the Committee on Interstate 
and Foreign Commerce, I believe the proposed rule warrants full explanation. 

Sincerely, 
JOHN B. BENNETT. 


SECURITIES AND ExCHANGE COMMISSION, 
Washington, D.C., March 19, 1959. 
Hon, Joun B. BENNETT, 
House of Representatives, 
Washington, D.C. 

DEAR Mr. BENNETT: This will acknowledge receipt of your letter of March 
10, 1959, with further reference to the Commission’s proposed rule 144 under 
the Securities Act of 1933, relating to certain transactions by the International 
Bank for Reconstruction and Development. You request a statement of my own 
views of the adequacy of the protection to be afforded investors were the pro- 
posed rule to be promulgated. 

You are correct in your understanding that the rule would apply to the offer 
and sale of participation in loans held in portfolio by the Bank which would 
not be guaranteed by the Bank. 

It is my understanding that the Bank intends to offer participations only in 
loans on which the payment of interest has begun. It is also my understanding 
that the desire of the Bank to offer these participations without the Bank’s 
guarantee is not due to any concern regarding the quality of the loans but 
rather to the fact that a guarantee of these obligations would operate to reduce 
the amount of capital available for use by the Bank in making further loans. All 
the loans in which participations are to be offered are, moreover, either obliga- 
tions of a foreign government or obligations guaranteed by the government in 
whose territory the borrower is located. 

As I indicated in my letter of March 3, the proposed rule is based upon the 
premise that these participations are of interest chiefly to limited groups of 
persons constituting a special category of investors who are familiar with the 
type of investment involved. These are the more sophisticated investors who 
are in a better position than the general investing public to appraise the merits 
of the loans in which participations are to be offered and to appreciate the risks 
inherent therein. It is my understanding that the information available to the 
Bank in regard to these loans will be available also to prospective participants. 

With respect to the liability to investors on the part of the Bank or of any 
dealer or other person acting on an agency basis for the Bank in negotiating 
the sale of participations, I call your attention to section 12(2) of the Securities 
Act of 1933. Briefly summarized, this section provides that any person who sells 
a security by use of the mails or any means of interstate commerce, by means 
of a prospectus or oral communication which includes an untrue statement of 
a material fact or omits to state a material fact necessary in order to make the 
statements not misleading, shall be liable to the person purchasing such security. 
We have heretofore taken the position that persons selling securities on an agency 
basis are liable under this section of the act. Accordingly, we believe that the 
section would clearly apply both to the International Bank and to any dealer 
or other person who should perform for the Bank the functions specified in the 
proposed rule. 

In the light of all of the circumstances, and particularly in view of the type 
of prospective investor and the nature of the offering proposed to be made by 
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the Bank, I believe that the Commision might justifiably adopt the proposed rule 
as being in the public interest and not being prejudicial to the interest of jp. 
vestors. 
Sincerely yours, 
Epwarp N. Gapssy, Chairman, 


{Securities and Exchange Commission, Nov. 30, 1959] 


Securities Act of 19383 
Release No. 4161 

On February 10, 1959, (release No. 33-4028) the Securities and Exchange 
Commission announced that it had under consideration a proposed rule 144 
which would define the term “transactions by an issuer not involving any public 
offering” in section 4(1) of the Securities Act of 1933 and the term “distribution” 
in section 2(11) of the act as not including certain proposed activities by the 
International Bank for Reconstruction and Development. 

Since publication of notice of the proposal it has become clear that there is no 
present need for the suggested rule. Consequently, the Commission has deter- 
mined to discontinue further consideration of it. 

Mr. Mack. Very good. You may proceed, and state your name for 
the record. 

Mr. Cowen. My name is Manuel F. Cohen and I am in the Division 
of Corporation Finance of the Commission. The matter to which 
Congressman Bennett has adverted is contained in the Securities Act 
Release No. 4082, which was released by the Commission on February 
10 of this year. i 

That release gave notice of a proposed rule relating to certain trans- 
actions by the International Bank. Before indicating the nature of 
the rule I should explain the genesis of the transactions and the dis- 
cussions with the Commission which led to this proposal. 

I want to emphasize, as Congressman Bennett has, that this is a 
proposal and the Commission has invited comment. The Bank ap- 
proached the staff of the Commission some months ago and indicated 
that it had in one way or another exhausted a good deal of the avail- 
able funds and credits in advancing funds in various parts of the 
world. 

It is part of the program for which the Bank was set up. In ac- 
cordance with suggestions made by representatives of the U.S. Gov- 
ernment the Bank was giving consideration to the possible means of 
expanding available resources. One of these means is a matter which 
is now being considered in the Congress, and that is to increase the 
U.S. contribution to that fund, which represents the Bank, and also 
to the International Monetary Fund. 

I understand those bills have been reported out favorably by the 
appropriate committees in each House. The particular matter under 
consideration here relates to participations in so-called portfolio loans 
held by the Bank. I must take a moment to explain how these arise. 

The bank negotiates with a foreign government or with a foreign 
corporation or other organization which has the blessing of the 
government of that particular locality for the advancing of funds. 

A loan agreement is made pursuant to which funds are advanced 
to the Government or to the particular organization and upon the 
completion of the project, whether it is a hydroelectric project or an- 
other, provision is made for the beginning of amortization and the 
payment of interest on those loans. 

As part of an overall policy, which I understand has been encour- 
aged by our Government, to foster as far as possible the participation 
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in these arrangements by private capital, the bank has made itself 
available to institutional investors in this country so as to make pos- 
sible the participation by such institutional private investors in such 
loans. This has proceeded on a rather modest scale. A number of 
these participations have been made in the initial lending arrange- 
ment. Also the bank permits institutional investors to participate 
inso-called portfolio loans. | 

These are loans upon which interest has already commenced, that 
is, the project has been established, it is paying interest, and the loan 
is being amortized. The arrangements by which these are made are 
largely a matter of private negotiation between the bank and the 
institutional investor, and according to the information given to us 
these investors are largely commercial banks who have interests in 
foreign countries or other large institutional investors who have an 
interest either in foreign trade, foreign investment, or for similar 
reasons. ee ae ed 

The bank has permitted participation of this character to go for- 
ward in the past. It has been on a rather limited scale. I think that 
they have limited themselves to essentially about 50 so-called institu- 
tional investors up until this time, but as part of the program to en- 
large somewhat the scope of the available resources to the bank and 
to enlarge somewhat this participation by private capital in the lend- 
ing activities of the bank, the bank has been giving consideration to 
making these participations available on a somewhat larger scale. 
It has made a survey of possible persons who might be interested, and, 
as I say, these would be limited to banks having foreign interests, to 
certain large corporations which do a foreign business, or a foreign 
and international investment business, to certain larger insurance 
companies having an international business, and certain other organ- 
izations of that character. 

They have determined that there are probably no more than 200 
such persons. ‘he bank has been concerned that if it approached 
more than the presently limited number of 50 the question might be 
raised that it possibly might involve an activity which is public in 
character in the statutory sense under the Securities Act. 

The bank and its lawyers have taken the position that even if they 
exceeded the limited number of 50, this would not in their view amount 
to a public offering because of the nature of the persons approached, 
because each individual loan is separately negotiated, because the par- 
ticular participation is tailored to meet the requirements of the par- 
ticular person approached; thus, the participation may be limited to 
3 years, or even less, depending upon the wishes and the circumstances 
of a particular issue. 

Nevertheless, the bank has not wished to proceed in this area if there 
could be any problem arising under the Securities Act. In conse- 
quence of that attitude they have approached the staff of the Com- 
mission and suggested the adoption of a rule which would characterize 
these activities as not involving a public offering within the meaning 
of the Securities Act so as to invoke the registration provisions of the 
Securities Act in connection with these activities. 

As Mr. Bennett has pointed out, the securities of the Bank itself—in 
this case it might be argued these participations are securities of the 
Bank—are already exempt from the registration requirement of the 








54 SECURITIES ACTS AMENDMENTS, 1959 


act and the Bank is required pursuant to a regulation adopted by the 
Commission under the Bretton Woods Act to report the issuance and 
transactions in such securities. 

This rule is intended to deal only with this limited activity of th 
Bank in approaching a somewhat larger number of persons with yp. 
spect to these participations. Now, in order that there may be, 
clear understanding of the nature of the participations, the Bank's 
previous experience has been that the participations have ranged from 
a minimum of $50,000 to figures upwards in the several millions, Ag 
I understand it, the average participation has been about $1.7 million 
in recent years. 

That is a participation by a single investor. The amount involved 
since the Bank has been organized I think all told is something jy 
excess of $350 million. I think the yearly participations granted 
have ranged somewhere between $50 and $100 million, and approxi- 
mately 60 percent of that has been offered outside of the United 
States. 

Mr. Bennett. What they are doing in effect is rediscounting the 
security they have taken for the loans they have made? 

Mr. Cowen. Yes. 

Mr. Bennerr. That is where I feel that we are getting into q 
dangerous area if we permit that to be done under exemption from 
the registration provisions of the act, because while it is true, as has 
been stated, that this may now apply to certain type institutional 
investors, yet we know that these institutions can unload securities 
and they get into hands of the public ultimately, and therein is where 
the danger element in my opinion lies. 

I personally don’t have as much confidence in the loans of the 
International Bank and some of the other agencies that a lot of people 
do. That is just my own personal feeling. As one Member of Con- 
gress I look with a certain amount of suspicion upon the ability and 
integrity of some of the people to whom these loans are made, to say 
nothing about their ability eventually to repay. If these obligations 
get out of the hands of the Bank and are not guaranteed by the Bank 
the ultimate purchaser only has to look to the issuer, which may be 
some firm in India, or Africa, or some place else around the world. 

I feel the public ought to have all of the advantages that are granted 
under the Securities Act. God knows, in my opinion that is little 
enough to give them. That is just, I say, a difference of opinion. I 
am not criticizing anyone, certainly not the Commission, in respect to 
this matter. I don’t know whether the Commission will grant the rule 
or not, but to me it is a matter of sufficient policy significant to warrant 
consideration by this committee, and I hope that that consideration 
ean be given before the Commission would act on this rule. 

Mr. Conen. May I complete, Mr. Chairman, just one more thing! 

Mr. Mack. Yes, Mr. Cohen, but I don’t want it to be too long. 

Mr. Conen. Just another minute. 

Mr. Bennett adverted to two aspects of the problem which I want to 
develop. Essentially the Bank has indicated that this is an operation 
which is very much akin to the operation whereby a large commercial 
bank makes a loan to an issuer or to an obligor and thereafter as a 
matter of banking practice offers participications in the loan to other 
banks. 
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It is argued, and I think past experience of the Bank would indicate, 
that the persons who are approached are the persons who already 
are expert in this area. bo eh 

Finally, in order to be brief, the Bank has indicated agreement to, 
and I think the Commission would insist upon, some reporting of the 
nature of the transactions effected so that the Commission could watch 
these matters and determine whether or not the transactions permitted 
by the rule would remain fairly within the scope of the present inten- 
tion of the proposed rule. ; 

If the problem reached the point where it would be a general offer- 
ing to the public as a whole, I think the Commission probably would 
want to take another look at the problem, 

Mr. Mack. Thank you, Mr. Cohen. 

Mr. Dollinger, do you have any questions? 

Mr. Dottrncer. Yes, Mr. Chairman, I have a lot of questions. 

Mr. Mack. I would like to state that we are not going to have time 
to complete the hearing today and it is obvious now that we will have 
to have another session. We cannot have one this afternoon because 
of again somewhat controversial legislation on the floor, and the Chair 
would like to limit the questions today so that each member will have 
an opportunity to ask one or two questions, and it is the Chair’s inten- 
tion to contact the Chairman of the Securities and Exchange Commis- 
sion to see if it wouldn’t be agreeable to have a continuation of these 
hearings during the second week of April, since you will not have 
your legislative program ready at that time. 

” Mr. Gapssy. We are of course at your service. 

Mr. Mack. Mr. Dollinger. 

Mr. Dotiincer. The Chairman’s very fine statement poses many 
questions to me, but because time is limited I only want to ask two at 
this moment. 

One is with respect to your proposed amendments, which I think are 
fine, but as a result of those amendments I am interested in one par- 
ticular phase of it, and that is the provision that you attempt to make 
to protect the public from embezzlement of money or securities en- 
trusted to an exchange member or dealers or brokers. 

What do you plan to do, Mr. Chairman, to protect the moneys that 
are left with the brokerage house or the stock which might be left 
there ? 

Mr. Gapspy. At the present time embezzlement of securities left 
with a broker is not a violation of the Securities Acts. It may be a 
violation of State law. It may even be a violation of Federal law 
under certain circumstances, but is not a violation of the Securities 
Acts and does not give us any grounds upon which to take administra- 
tive proceedings or any other proceedings against the broker. 

If it is made a violation of the Securities Exchange Act we can act 
of course. 

Mr. Doxiincer. Is there a limitation of the amount of capital a 
broker must have in order to stay in business? 

Mr. Gapspy. Yes. 

Mr. DotiinGer. What is it ? 

Mr. Gapspy. He must have capital equal to one-twentieth of his out- 
standing indebtedness. In other words, he must have a margin of one- 
twentieth above his outstanding indebtedness. 
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Mr. Doxtincer. How little must a broker have to go in the busines 
at this time ? 

Mr. Gapssy. If he doesn’t owe anything he doesn’t have to hayg 
anything. 

Mr. DotirneeEr. So, if during that period of the year he gets a mj. 
lion dollars or a few million dollars worth of securities he doesn’t haye 
to have anything until the following year? 

Mr. Gapssy. ‘That is a very difficult situation because of course if he 
gets them purely as a custodian, it is not an obligation; it is a trust, 

Mr. Dotuncer. That is right, but if the broker doesn’t have to hays 
any kind of financial backing to go into business other than a seat on 
the exchange, he can take all the stock I possess and everybody elgg 
possesses and dispose of it ? 

Mr. Gapspy. He doesn’t even have to have a seat on the exchange, 

Mr. Bennerr. Isn’t it true that this 20-to-1 ratio means he has to 
have $1 of his own capital to every $20 he gets from somebody else? 

Mr. Gapssy. Perhaps Mr. Loomis, who runs that division, might 
answer that. 

Mr. Mack. I would like to ask, is that the requirement in the 
Securities and Exchange Act? 

Mr. Bennerv. It is a regulation. 

Mr. Gapssy. Mr. Loomis, can you explain that ? 

Mr. Loomis. It is a regulation which is founded on another provi- 
sion in the act. There are two provisions in the act dealing with 
capital. One of them simply says that brokers should not. permit 
their aggregate indebtedness to be more than 20 times their net 
vapital. 

Another section, section 15(a) (38), authorized the Commission to 
prescribe rules providing safeguards with respect to the financial re- 
sponsibility of brokers and dealers. Under that the Commission has 
issued a long and rather detailed rule which is basically founded on 
the same formula, that is, that the capital of the broker-dealer must 
be at least 5 percent of his aggregate indebtedness. 

That doesn’t sound like very much, but those terms are so defined 
that the broker-dealer must have a liquid net worth. All of the fixed 
assets and assets not convertible into cash are excluded in those 
computations. Also the aggregate indebtedness is defined. The rule 
is similar to that that prevails on the New York Stock Exchange and 
some of other exchanges. It is true that a man who doesn’t owe 
any money doesn’t have to have much of any capital, but as soon as 
he commences to owe any money to anyone he immediately has to have 
a margin of liquid assets which exceeds all of his debts by the 5-percent 
limitation. 

The thought originally when the Commission considered this prob- 
lem a good many years ago was to use a ratio because obviously a 
small broker-dealer who has only a few customers and owes his cus- 
tomers, say, $10 or $100 doesn’t need as much capital as a great big 
firm whose debts are in the millions, and accordingly the Congress 
indicated the ratio pattern and that’s the way it has been done. 

Mr. Mack. Do I understand it that a man needs to have a thousand 
doliars if he is going to borrow $20,000 ? 
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Mr. Loomis. No; he needs to have $21,000 in assets if he is going to 
have debts of $20,000, so that his net worth is $1,000 in excess of his 


debts. ; 
Mr. Bennett. However, what does that entitle him to hold in 
securities ¢ 


Mr. Mack. Excuse me. I was just trying to get it clear in my 
mind. If he had $1,000, then he could borrow $20,000 and have a 
total of $21,000? Do I understand you correctly ? 

Mr. Loomis. That is correct; if both his assets and his liabilities 
were all in cash. 

Mr. Mack. I am oversimplifying the problem, but I just wanted 
to make certain that I understood you. 

Mr. Loomis. That is correct. 

Mr. Mack. Then if he doesn’t have anything borrowed, he doesn’t 
need assets in cash, is that correct? 

Mr. Loomis. ‘That is correct. 

Mr. Gapssy. The minute he borrows any money he has to have the 
margin in liquid worth over and above the amount borrowed. 

Mr. Dotuincer. It was the question of public confidence in the 
market Mr. Hemphill was interested in and I was going to yield to 
Mr. Hemphill, at that point. 

Mr. Hemrput. I appreciate your yielding. 

Mr. Chairman, I think I better confine my remarks to thanking 
the gentlemen for the testimony, since I am new on the committee. 

Mr. Mack. We could utilize 15 minutes, I think, if you want to 
proceed. 

Mr. Hementtt. In the interest of saving time I wonder if it would 
be better than to use the time of all these people here, to submit the 
questions in writing and ask that you make them a part of the record. 

There are four or five questions I have, Mr. Dollinger, mainly, Mr. 
Chairman, along this line. We in Congress have responsibility direct 
to the people. If something happens and the market breaks, then 
where is the area of our responsibility and where is the area of your 
responsibility? What legislative action should we have taken and 
what administrative procedures should you have followed or suggest 
to us to be authorized to follow to prevent that ? 

That area I am very much interested in, because I think if we have 
any responsibility on this subcommittee we ought to consider that. 
That is what you had in mind, wasn’t it, Mr. Dollinger ? 

Mr. Dotirncer. Yes. 

Mr. Hempuiti. We will discuss it at some length here in the 
subcommittee and I would like you to let me pose that in writing. 

Mr. Gapspy. I will be very happy to answer that and make it a part 
of the record. 

Mr. Mack. In line with that, I want to say on page 7 of your state- 
ment you indicated what the market value of stock listed on all stock 
exchanges was, and you gave as one date June 30, 1957. I would be 
interested in knowing, since we had an unusual year that year, what 
it was on December 31. 

Mr. Gapspy. I can get that figure for you easily enough. 

Mr. Mack. I just though it was in line with the question asked 
by the gentleman from South Carolina. 
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Mr. Ganssy. As I recall it, it probably is somewhat less than the 
$258 billion shown on June 30, 1958. 

Mr. Loomis. The stocks on the New York Stock Exchange, which 
accounts for about 85 percent of the total usually, were $195.6 billion 
on December 31, 1957, so I would suppose that the total was some 
amount in excess of $200 billion. 

Mr. Sarcent. On December 31, 1958, the value of all stocks listeq 
on the New York Stock Exchange was $276.7 billion as against $319 
billion value of all stocks on all stock exchanges. 

Mr. Mack. Since you supplied the figure for December 31, 1958, 
I thought it would be advisable to have it for December 31, 1957, 

(The following information was later submitted for the record :) 


MARKET VALUE OF SECURITIES ON EXCHANGES, MARCH 1959 


The market value of all securities admitted to trading on all exchanges in the 
United States on December 31, 1957, and on December 31, 1958, was as follows: 


{In billions of dollars] 





Dec. 31, 1957 | Dec. 31, 1958 








Stocks: 
IO ee 195. 6 276.7 
en eee, MU att dei sedecacabeeuercdevadsud 25. 5 31.7 
TARCRS OE OREP CRORONNG oss occ deciskd neck nnddnslinnbasscwkas 3.1 3.6 
TOUNEA SS. CSS dich cL ek ee ee dal 224. 2 312.0 
Bonds: ok ae 
enn: SMCS MD ees ened de wancindeaewdadend 106. 1 105.9 
ae ee 8 9g 
ener UR OURNOD CIOR IR on 5 55655 oh dice Ss. cen woke oa a 
Rs te tae eben nto cneadbkekedultunbbbatbiddeke Alocboue 107.0 106.9 
ne eda a embed dae edewee aa 331 2 es 418.9 


1 Bonds on the New York Stock Exchange included U.S. Government and New York State and City 
issues having market values of $80.7 billion at Dec. 31, 1957, and $77.7 billion at Dec. 31, 1958, 


Complete figures for later dates are not available. However, at February 28, 
1959, the market value of all stocks on the New York Stock Exchange was $282.1 
billion, and the value for all exchanges is estimated at $318 billion, as compared 
with $312 billion at December 31, 1958. 

Mr. Coutrer. Mr. Chairman, the very scope of this report, while it 
is remarkably comprehensive, I think would require in my case, as a 
new member of this subcommittee, a phase-by-phase study of it and I 
therefore would withhold any questions until I feel personally more 
familiar with the subject matter. 

Mr. Mack. I wanted to ask one further question and that is on page 
4. The dollar amount of new securities registered with the Commis- 
sion in fiscal year 1958 was $16.9 billion, the largest amount in the 
history of the Commission. 

Mr. Chairman, I was wondering if that was caused by the economic 
conditions in the country at the time, or if it was just a trend to ex- 
panding business activity. 

Mr. Gapssy. Let me say this, Mr. Chairman. While we expected 
some diminution in corporate expenditure during 1958, it did not 
reach the point that we expected and whether it is due to economic 
conditions or what is impossible to say. These statistics are the facts. 
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The year 1958 showed a continuation of the tendency which had 
rsisted over a period of many years. Each year since 1953 at least, 
as seen a constantly increasing amount of new securities being floated. 
The 1952-53 fiscal year, for example, showed $7,399 million, as com- 
ared with the $16,914 million in the fiscal year ending June 30, 1958. 
P There has been a fairly steady increase every year of one, two, or 


three billion dollars. 


ee 


ee 


Mr. Mack. You just wondered if the Commission had determined 
that it was caused by adverse business conditions. é 

Mr. Gapssy. It certainly doesn’t show any sign of adverse business 
conditions. You would expect normally under adverse business con- 
ditions there would be a smaller amount of securities issued because of 
decreasing inactivity in business. This just doesn’t show in 1958. 

Mr. Mack. That was in the period when adverse business conditions 
were existing in the country, in your fiscal year of 1958, isn’t that 
correct ? : 

Mr. Gapssy. That is correct. 

Mr. Mack. Thank you, Mr. Chairman. — 

I just wanted to give any of the commissioners on the staff an oppor- 
tunity, if they had any additional views, to make a very short 
statement. 

Mr. Patterson ? oe oe 

Mr. Patrrerson. Mr. Chairman, I might make a suggestion in an- 
swer to the Congressman’s inquiry and also about this so-called net 
capital. It is a very technical rule. It is difficult for an accountant 
and it is also difficult for a member of the committee to grasp the effect 
of this rule on brokers and dealers in this country. The rule was re- 
vised in 1955. 

It might be helpful to the committee if we gave you a statement as 
to the effect of this rule. 

Mr. Mack. I think it would be very good. 

Mr. Patrerson. To define what is net capital. 

Mr. Mack. I know that the committee would be glad to have your 
statement. 

Mr. Parrerson. If that would be helpful I think, Mr. Chairman, 
it might be good to give a brief statement as to the what the effect 
of this rule is. 

Mr. Mack. All right. 

Mr. Parrerson. The effect of this rule is it makes a broker-dealer 


| have a certain required capital in order to do business if he has any 


indebtedness. 


Mr. Mack. I think it would be fitting to have the additional state- 
ment, since we hadn’t devoted much time to the day. 

Mr. Gapssy. We will be very happy to do so. 

(The material is as follows :) 


STATEMENT OF THE SECURITIES AND EXCHANGE COMMISSION REGARDING 
Its Net CAPITAL RULE 


The following statement concerning the so-called “net capital” rule of the 
Securities and Exchange Commission is submitted in accordance with a sug- 
gestion made at the hearing before the Subcommittee on Commerce and Finance 
of the Committee on Interstate and Foreign Commerce of the House of Repre- 
sentatives on March 24, 1959. 


48168—60—_5. 
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THE STATUTE 


The Securities Exchange Act of 1934 contains two provisions which relate ty 
the capital and financial position of brokers and dealers. The first of these 4 
section 8(b) which makes it unlawful for a member of a national SCCUritig 
exchange or any broker or dealer who transacts a business in securities 
the medium of any member “to permit in the ordinary course of business a | 
a broker his aggregate indebtedness to all other persons, including customery i 
credit balances (but excluding indebtedness secured by exempted SECUritieg) 
to exceed such percentage of the net capital (exclusive of fixed assets ani | 
value of exchange membership) employed in the business, but not ex 
in any case 2,000 per centum, as the Commission may by rules and regulations | 
prescribe as necessary or appropriate in the public interest or for the protectiq, ' 
of investors.” 

The second provision relevant to this subject is section 15(c) (3) of the Seeyy, 
ties Exchange Act, which was added by Public Law 719, 75th Congress (1988) 
and reads as follows: 

“No broker or dealer shall make use of the mails or of any means or ingtyy. 
mentality of interstate commerce to effect any transaction in, or to induce 
attempt to induce the purchase or sale of, any security (other than an exem 
security or commercial paper, bankers’ acceptances, or commercial bills) othe. | 
wise than on a national securities exchange, in contravention of such rules ang 
regulations as the Commission may prescribe as necessary or appropriate in the | 
public interest or for the protection of investors to provide safeguards with rm | 
spect to the financial responsibility of brokers and dealers.” 

It will be noted that section 8(b) is self-operating and does not require th | 
exercise of any rulemaking power by the Commission. This section, howeye,, | 
has not been effective for the following principal reasons : 

1. It is not applicable to over-the-counter broker-dealers other than those wh | 
transact a business in securities through the medium of an exchange member | 

2. Its limitations are applicable only “in the ordinary course of businegg g; | 
a broker,” thus apparently excluding indebtedness not incurred in the “ordinary 
course of business” and indebtedness incurred in the course of business ag 4 
dealer. Indebtedness in these excluded categories presents a hazard to ey 
tomers equal to that presented by indebtedness incurred “in the ordinary coure 
of business as a broker.” 

For these reasons the Commission relies primarily on section 15(c) (3) ani 
its rule thereunder (rule 15c3-1) for the establishment of capital requirement | 


HISTORY OF THE RULE : 

Although section 15(c) (3) of the act became effective in 1938, the Commission 
did not immediately exercise the rulemaking power therein granted. In 1%) 
the National Association of Securities Dealers, Inc., which is registered asa 
national securities association pursuant to the provisions of section 15A of 
the Securities Exchange Act and includes in its membership most of the over | 
the-counter broker-dealers in the United States, proposed the adoption of a 
amendment to its bylaws which would require that all members dealing directly 
with customers have a minimum net capital of $5,000, and that all other men- 
bers have a minimum net capital of $2,500. When this bylaw was submitted 
to the Commission, in accordance with the provisions of section 15A, the Com- 
mission, after hearing, disapproved the proposed bylaw, finding it inconsistent | 
with the purposes of section 15A upon the ground that it would discriminate 
against small broker-dealers. In that connection it was conceded by the associa- 
tion that the adoption even of the relatively modest capital requirements pr 
vided in the proposed bylaw might result in expulsion of over a quarter of the 
membership of the association who apparently did not have sufficient capital 
to satisfy the proposed requirements. 

In its opinion (12 SEC 322, 326 (1942)) the Commission announced that it 
would adopt its own capital rule and that in doing so it proposed to utilize the 
ratio method employed in section 8(b), both in deference to the congressional 
policy there expressed and in order to provide a rule which would impose ade 
quate safeguards in the case of broker-dealers having a substantial indebtedness 
without unnecessarily penalizing small broker-dealers. In that connection the 
Commission pointed out that any minimum dollar figure which would be reas0t 
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able as applied to the business of a small broker-dealer might be totally in- 
adequate for a larger firm which had substantial indebtedness to customers. 

thereafter, following extensive studies for the purpose of developing appro- 
priate definitions of the terms “aggregate indebtedness” and “net capital” the 
Commission adopted its own rule 15¢3-1 in 1944 (Securities Exchange Act 
Release No. 8602, Aug. 11, 1944; Securities Exchange Act Release No. 3617, 
Nov. 8, 1944). The rule was substantially revised in 1955 to clarify its provi- 
sions and to strengthen the safeguards which it provides for customers (Secu- 
rities Exchange Act Release No. 5156, Apr. 11, 1955). A copy of this release 
js attached. The principal change made by this revision was to increase the 
deduction from the market value of securities owned by the broker-dealer de- 
geribed below, thus increasing the margin of safety provided. 


ANALYSIS OF THE RULE 


There is attached hereto a copy of the rule as presently in effect. As will be 
noted, paragraph (a) provides that no broker-dealer shall permit his aggregate 
indebtedness to all other persons to exceed 2,000 percent of his net capital. 
That is, his aggregate liquid assets, computed in accordance with the rule, must 
be 105 percent of his aggregate indebtedness. For example, if a broker-dealer 
has liabilities of $1,000, he must have assets computed in accordance with the 
rule of not less than $1,050. Thus the aggregate indebtedness ($1,000) is 2,000 

reent of his net worth ($50), which figure is arrived at by substracting his 
total liabilities from his total] assets. 

A major portion of the rule consists of definitions of “aggregate indebtedness” 
(paragraph (c)(1) of the rule) and “net capital’ (paragraph (c)(2) of the 
rule). The definition of net capital is particularly significant, since it defines 
net capital to mean the net worth of the broker-dealer, subject to seven specified 
adjustments. 

Subparagraph (c) (2)(B) of the rule requires that net capital be adjusted by 
deducting fixed assets and assets which cannot be readily converted into cash, 
including, among other things, real estate, furniture and fixtures, exchange 
memberships, prepaid rent, insurance and expenses, goodwill, organization 
expenses, unsecured advances and loans, and customers’ unsecured notes and 
accounts. 

Subparagraph (c)(2)(C) requires the deduction of specified percentages of 
the market value of securities long and short in the accounts of the broker- 
dealer, and in the accounts of partners. Except in the case of certain debt securi- 
ties and prior preferred stock, this deduction is 30 percent of the market value. 
Smaller deductions are provided for such debt securities and prior preferred 
stock in view of the fact that the market for these securities does not fluctuate 
to the same degree as that for common stock. These deductions provide a 
substantial margin of safety for customers against losses incurred by a broker- 
dealer as a result of market fluctuations. 

Similar deductions are provided for in the case of commodity futures contracts 
and securities which are the subject of open contractual commitments, that is, 
executory contracts to purchase or sell securities not yet performed. 

In addition to providing a margin of safety, these deductions tend to prevent 
a broker-dealer from overextending himself. Thus, if a broker-dealer invested 
$100,000 in cash from his capital in the purchase of stock for his own account, 
he would need to provide an additional $30,000 in cash capital in order to retain 
the same net capital position under the rule as he had before the purchase. 
Similarly, if he contracted to purchase $100,000 worth of stock, he would have 
to enter the full purchase price as a liability, but would value the stock to be 
acquired at only $70,000, so that $30,000 in cash would be required to carry the 
commitment. 

The purpose of all of these adjustments is to include among assets in the 
computation of net capital only liquid assets which can be immediately realized 
in cash for the satisfaction of indebtedness, so that the broker-dealer will be 
in an entirely liquid position at all times and able to discharge his obligations 
to his customers immediately. It is to be noted that this standard of liquidity 
is higher than that required of banks, which may invest a substantial portion 
of their deposits in loans upon which they may not be able to realize immediately. 
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The operation of the rule may be illustrated by the followin subcon 


example, representing the financial position of a relatively small broker det mendo 
Assume the balance sheet of Broker A is as follows: ‘| econon 
ASSETS LIABILITIES AND CAPITAL | appro 

COO tiie nitihicibial lS dictibim deh sttidds $10,000 Due to customers—credit bal- / money 
Stocks owned by firm. __..___ S5j000+ |: \eRGes 26st ws $1, 50) We 
Amounts due from customers Due to other brokers_________ 5,00) ith u 
secured by adequate col- Accounts payable to others___ 4, bo * : 
ND a tah cietininttbtlcni dace 1,000 Bank loans_----------.______ 9, 00) agenc! 
Accounts receivable from cus- Wires cnpltelncicc ss) 11, 00) that 
tomers unsecured__________ 2, 500 — | andde 
Furniture and fixtures_._._..__ 2, 000 Total liabilities and I we 
Prepaid expenses._......._.._ 500 NORIO acta siptiicairmcenicicas pia 31, 00 | Mr 
Total assets__..c....._ 81, 000 | have } 


Applying the adjustments specified in the rule to this firm, the unsecur but I 
accounts receivable from customers, the furniture and fixtures and the prepaid we we 
expenses would be eliminated under the provisions of paragraph (c) (2) (B) ot | ticula: 


the rule reducing admissible assets by $5,000. From the market value of the | emplo 
stocks owned by the firm, which aggregate $15,000, there would be deductaj | Mr 
30 percent of this amount, or $4,500. Thus for purposes of the rule, the asset : 


would be reduced by $9,500, thus leaving a balance of $21,500. Since the firm subjec 
has liabilities of $20,000, its net capital computed under the rule would be $1,534) | Mr. 
Its aggregate indebtedness is $20,000 and it is required by paragraph (a) of budge 
the rule to have a net capital not less than 5 percent of this sum, or $1,09, Mr 
The firm, therefore, is in compliance with the rule, but only by a margin of $5, aa 
It could not assume additional commitments for the purchase of stock exceeding mittee 
$1,667 without obtaining additional capital by reason of the 30 percent deducti, | it to 0 
in the rule. ' of thi 

The Commission enforces the net capital rule vigorously. Compliance with do ha’ 
this rule is checked on each broker-dealer inspection. If a broker-dealer ig not 


in compliance, he is given a few days to put up the additional capital, and if he | In 
fails to do so, administrative or court action is ordinarily taken aginst hin, | varial 
If he again violates the rule, immediate action may be taken. During fiscal Mr. 
year 1957 violations of the net capital rule were alleged in 34 injunctive action | Mr. 


and 20 revocation proceedings. During fiscal year 1958 it was necessary tp hat 
charge such violations in only 15 injunctive actions and 12 revocation pm that J 
ceedings, indicating the deterrent effect of the enforcement policy pursued. vigor 
Mr. Mack. Is there anything to add by any other Commissioners! | | 
Mr. Sarcent. I would like to say a word, Mr. Mack. I made th| C8" 
statement earlier about the fact that the Commissioners were over | 1 
worked. I would like to implement that statement further fora: . 
minute. The workload which has been impressed upon you by the vr. 
Chairman of the Commission presents a most difficult problem to work Mr 
with because it places such a tremendous load upon the staff itself. W 
The staff is overworked and underpaid and it is really almost at ( 
the breaking point in many areas, and we get a case coming along 
like the F. L. Jacobs case and literally the staff was working around 
the clock and Saturdays and Sundays until 11 or 12 o’clock at night. 
It poses a tremendous working problem on the functions of our 
agency. I would like to have you somewhere along the line examine 
the work we have performed as a Commission today and compare tt 
with that which has been going on since 1934 on an annual basis. 
You will recognize, for instance, that in criminal reference reports, 
investigatory reports, and injunctive proceedings entered in the courts 
throughout the country we are doing more work on a semiannual 
basis than was done on any previous annual basis since 1951. Thiss 
putting a tremendous pressure upon the staff, which is far below the 
number it was in 1941, for instance, and it seems to me that somewhere 
along the line we would be hopeful that you as the chairman of this 
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subcommittee and the committee itself would recognize this tre- 
mendous amount of work that is placed upon us in this dynamic 
economy that we are going through and give us a little help in the 
appropriations sector, where we need it, because if we can’t get more 
money We are going to lose our staff. 

We are doing it now. Many of our finest personnel who have been 
with us for 10 and 15 years are getting better jobs with other Federal 
agencies and leaving the ship, so to speak, and we can’t afford to take 
that risk if we want to preserve the capital markets with the honesty 
and decency which we have to have in them. 

I would like to put that in the record. 

Mr. Mack. Thank you, Mr. Commissioner. We are very happy to 
have your views. It is not uncommon to other regulatory agencies, 
but I am sure the committee is interested in that and it may be that 
we would like to have some testimony not only in regard to the par- 
ticulars of the case you mentioned but the amount of the work of the 
employees in connection therewith. 

Mr. Sarcent. 1 am sure we would be happy to testify on that 
subject. 

Mr. Gapssy. We have so testified on numerous occasions before the 
budget committee. 

Mr. Mack. I am sure that not only the Chair, but the entire com- 
mittee, has a continuing interest in your Commission and we want. 
it to operate efficiently and effectively, and I am certain that members 
of this committee will want to cooperate in assisting you so that you 
do have an effective operating Commission. 

I noticed in the newspaper this morning an article concerning the 
variable annuities. 

Mr. SarGent. It is an additional workload. 

Mr. Mack. It is an additional workload and it is also an indication 
that you have been doing your job and have been pursuing it rather 
vigorously. 

Mr. Sarcent. I think our General Counsel, Mr. Meeker, is to be 
congratulated because he argued that case before the U.S. Supreme 
Court. 

Mr. Mack. I have recognized his ability and his good work on other 
occasions, but let me congratulate you again. 

Mr. Merxer. Thank you, Mr. Chairman. 

Mr. Mack. With that I believe we will adjourn the committee. 

(Whereupon, at 12:15 p.m., Tuesday, Mar. 24, 1959, the subcom- 
mittee adjourned, subject to call of the Chair.) 
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THURSDAY, APRIL 23, 1959 


House or REPRESENTATIVES, 
SUBCOMMITTEE ON COMMERCE AND FINANCE OF THE 
CoMMITTEE ON INTERSTATE AND Foreign CoMMERCE, 
Washington, D.C. 

The subcommittee met, pursuant to notice, at 10:30 a.m., in room 

1334, New House Office Building, Hon. Peter F. Mack, Jr. (chair- 
a of the subcommittee ) presiding. 

Mr. Mack. The committee will come to order. 

Mr. Chairman, we welcome you back again this morning. I hope 
by this time that you have firmed up your legislative program and 
you have had an opportunity to discuss it with the interested parties, 
and that you will be in a position to submit a program and testify on 
the proposed legislation at an early date. 


STATEMENT OF EDWARD N. GADSBY, CHAIRMAN; ACCOMPANIED 
BY THOMAS G. MEEKER, GENERAL COUNSEL; MANUEL F. COHEN, 
CHIEF COUNSEL, DIVISION OF CORPORATION FINANCE; PHILIP 
A. LOOMIS, JR., DIRECTOR, DIVISION OF TRADING AND EX- 
CHANGE; AND ANDREW BARR, CHIEF ACCOUNTANT, SECURITIES 
AND EXCHANGE COMMISSION 


Mr. Gapssy. We have completed our discussions, as I told you we 
were programed to do, and yesterday the Commission reviewed the 
program in view of the comments of the industry and put them- 
selves in position where they will make certain minor changes in the 
proposed acts. 

I think we should be in a position where we could discuss with you 
the program for hearings certainly within the next 10 days or 2 weeks. 
That is rather later than I had hoped, but I trust that the del ay will 
not put the committee out too much. 

Mr. Mack. We are quite anxious to proceed. 

Mr. Gapssy. We are quite anxious to have you proceed, sir. 

Mr. Mack. It so happens that our calendar will permit us to pro- 
ceed at an early date. 

Mr. Gapssy. We are very grateful for your attention to it. 

Mr. Mack. I think that 10 ‘days’ delay is certainly reasonable. 

Mr. Gapssy. Very well. I will be in touch with you, sir, within 
that time. 

Mr. Mack. Mr. Chairman, do you have any additional statements 
that you desire to make this morning, or did you want the committee 
members to proceed with any questions that they might have? 
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Mr. Gapspy. I have nothing to add to the statement that I made 
at the last session, Mr. Chairman. 
Mr. Mack. Mr. Chairman, I want to thank you for sending me, | 


copy of a speech that fdas made before the American Society of (op. | 


porate Secretarys on April 16. I note a statement that you made y | 
the time and I would like to have it clarified. You referred to the Ful. 
bright bill and you restated what you said last year. 

As I said last year, it— 
meaning the Commission— 


is convinced that fair and effective control of the securities market and 
protection to the investing public can be achieved in no other way. 

Mr. Gapsry. That is right. 

Mr. Mack. Than the Fulbright bill? 

Mr. Gapssy. Yes. 

Mr. Mack. I must go back and read the other part: 

There is no visible inclination on the part of the Commission itself to submit 
this legislation for introduction. 

In view of that I cannot understand why the Commission wouldn't 
be interested in submitting legislation ? 

Mr. Gapssy. Perhaps I have to explain. You are quite right jn 
asking me to explain that. The bill as originally filed called for the 
extension of the protection afforded by the securities acts to issues of 


adequate 


companies having 1,000 or more stockholders and $10 million in assets, | 


Mr. Mack. Yes. 

Mr. Gapspy. I will have to correct that statement. It started of 
with considerably fewer stockholders and presumably smaller assets 
and ended up with 1,000 stockholders and $10 million in assets, which 
of course made it applicable only to a relatively small number of 
corporations. 

In addition to that, it ended up excepting banks, insurance con- 
panies, and certain other corporations, and we recommended strongly 
against excluding the insurance companies. When the Congress 
finally adjourned a great clamor started to arise that public utility 
companies should be exempted from its coverage. The conclusion 
we came to was that with all of those amendments and all of those 
exceptions the act would be practically valueless. 

It would not cover enough companies to make it worthwhile, and 
if all those exceptions are going to be drafted on it, which apparently 
they are going to have to be to get the bill through, we see no point in 
pressing it. 

Mr. Mack. That was exactly my point. Your statement included 
that. [Reading. ] 


There are various reasons for this attitude, not the least of which is a relue- 
tance to recommend legislation which, to stand much chance of passage, would 
doubtless be essentially emasculated by meaningless exemptions. 

I would think that would be a determination that the Congress 
should make, and if it is good legislation it should be recommended 
by the Commission and the Congress can determine whether amend- 
ments should be adopted. 

Mr. Gapssy. This bill of course has a long history, Mr. Chairman. 

Mr. Mack. Mr. Chairman, I don’t mean to interrupt you, but I am 
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citing this as an example of an instance where if that is a policy with 
the Commission, I think it is completely wrong. ty 

Mr. Gapspy. It is not so much a matter of policy as it is a feeling of 
discouragement, Mr. Chairman. 

Mr. Mack. Some of us have become frustrated and discouraged 
over here at times. Quite sincerely, I think if you feel, and evidently 

ou did speak rather strongly on this point, that the protection to the 
investing public can be achieved in no other way 

Mr. Gapspy. I think that is a fair statement, Mr. Chairman. I still 
think so. 

Mr. Mack. It is also a very strong statement and if you feel 
strongly, then I think that it should be recommended as part of your 
program. ) 

Mr. Gapssy. If I may suggest, in order to avoid getting that highly 
controversial subject into our program I would rather with your per- 
mission have the Commission consider submitting it as a separate 
proposal rather than to mix up this program which we have so care- 
fully worked on with that proposition, which is highly controversial. 

Mr. Mack. I agree with you that it might be advisable to isolate 
or separate the noncontroversial areas that you feel are pressing, but I 
just question whether this policy would be advisable to be carried out 
, the Commission. 

Mr. Gapspy. I didn’t intend it to be a general policy on the part of 
the Commission. I simply voiced my disillusionment which has some 
basis in history. 

Mr. Mack. Mr. Chairman, I also appreciate the reply to my inquiry 
which I made several days ago. However, I am not quite clear as to 
why a report of some nature was not included in the annual reports of 
the Commission from 1954 in the last 5 years. 

Mr. Gapspy. You mean with regard to the International Bank? 

Mr. Mack. I am very sorry. I corresponded with you and asked a 
certain question as to why certain information in regard to the Inter- 
national Bank was not included in the last annual report. 

Mr. Gapssy. There really is no explanation for it, Mr. Chairman, 
except there were no particular developments, and it is quite possible 
we should have included it in the annual report and I think it will be 
from now on. 

Mr. Mack. Of course you wouldn’t have the information as to why 
it was discontinued in 1955. 

Mr. Gapssy. No, I don’t know. I don’t believe anybody knows, 
Mr. Chairman. It is just simply that in an attempt to cut out material 
that didn’t mean very much that was one of the things that we 
dropped. There were no particular developments, in other words, in 
that field. 

Mr. Mack. It was done inadvertently rather than intentionally. 

Mr. Ganssy. I imagine so, There was most certainly no meaning 
or intention behind it at all. If the thought had even occurred to me 
I would have put it in this year. 

Mr. Mack. I could understand why it wasn’t in this year, since it 
hadn’t been in for the 4 preceding years, but I thought it was unusual, 
since it was included every year up until 1954. 


Mr. Gapsgy. I would be speculating if I tried to assign any reason 
to it. 
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Mr. Mack. I understand. It is really not a fair question for yoy 
to answer, but it raised a very serious question in my mind ag to 
whether it had been done intentionally or whether it had been done 
inadvertently. 

Mr. Gapssy. I know of no reason why it should have been dropped 
There has been no change in the situation at all. ; 

Mr. Mack. As far as you know there was no discussion at the time 
it was dropped ? 

Mr. Gapssy. I would not know, but most certainly I can say there 
was no discussion this year or last year. 

Mr. Mack. Perhaps the Chairman of the Commission at that time 
should be called to answer this question. I thought as a result of 
my letter that some of the staff members might have recollected what 
happened. 

Mr. Gapssy. I have been able to find no one that knew anything 
about it. 

Mr. Mack. Thank you very kindly. 

Mr. Hemphill, do you have any questions? 

Mr. Hemputm. Yes. I haveaconcern. Of course I don’t feel that 
the public has the protection that it has been given to expect by virtue 
of the existence of your Commission. I think the public thinks that 
the Securities and Exchange Commission is going to protect them 
against a big break in the market or against any of the other lesser 
evils. I am just wondering if your Commission has recommended 
any legislation to further that protection or whether there has ever 
been a definition of the area of responsibility, that is, legislative 
responsibility insofar as this committee and this Congress is con- 
cerned, and the administrative responsibility so far as your agency is 
concerned. 

I am thinking in terms of suppose we had a big, bad break in the 
stock market, a tremendous break, and the people would begin to 
criticize the Securities and Exchange Commission and the Securities 
and Exchange Commission in turn would say, “Well, the Con 
gave us no powers to either foresee, regulate, or perhaps slow iow 
any such trend or break.” 

Do you have any recommendations which might improve your abil- 
ity to monitor the situation against such break 

Mr. Gapssy. The possibility of a severe break in the market has 
been the subject of constant attention on our part. We have seen no 
signs of any weakness in that direction. You will always get a certain 
variation in market prices. The weaknesses of the market have s0 
far, at least in the last ten years or so, been controlled. They have 
not gone out of control at all. 

There are a number of reasons of course which can be assigned to 
that, among the principal ones of which are the provisions of section 
7 of the 1934 act which gives control over margin requirements to the 
Federal Reserve Bank and this Commission, and those margin re- 
quirements are quite strict and they are very carefully policed. 

The Commission has no jurisdiction, of course, to interfere with the 
workings of a free securities market. It does have jurisdictions in an 
emergency situation to suspend trading on any exchange or in any 
security. Not having been faced with the emergency situation I 
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can’t say whether the machinery would serve to break or stop a panic 
in the market. , 

We do have power to stop trading, which serves, as you know, to 
allow time for adjustment and for any emergency situation measures 
that might be taken. The question of whether the markets are going 
to remain open is no longer solely in the control of the exchanges. 

Mr. Hempniii. My question is motivated by the fact that I feel 
that we have the legislative responsibility. You people who are sup- 

osed to be monitors of the market, I feel, have the expert knowledge 
and can give the necessary expert advice to the committees of this 
Congress. So far as my responsibility is concerned, I feel as a mem- 
ber of Congress that I am ready to discharge that responsibility, but 
I am dependent upon you who are the experts to make the recommen- 
dations necessary for Congress to discharge that responsibility, either 
in the form of legislation, or suggestions, or a program just outlined 
in a letter. 

That is the reason I am asking the question. 

Mr. Gapspy. May I sugges, Mr. Hemphill, in order to clarify the 
background on this, that I ask Mr. Loomis, the head of our Division 
of Trading and Exchanges , to explain to you what measures we do 
take to supervise the activities in the market and what in his opinion 
might be done, if anything, which I have some doubt about, to fore- 
stall a severe break in the market. 

Mr. Hempnitu. Since our time is limited, if you have any recom- 
mendations I would appreciate your putting them into the record. 

I am asking you for the recommendations because frankly I think 
itis my responsibility to ask you for the recommendations and then if 
you have no recommendations, and you have not discharged your 
responsibility as administrative officer of this Government. 

Mr. Gapssy. I do not want, Mr. Hemphill, to make recommenda- 
tions as to such important legislation from the curbstone and if it is 
satisfactory to you I would far rather submit our comments on your 
suggestion as a part of the record at a later date. 

fay I do so? 

Mr. Hempniy. Certainly. I certainly don’t want any curbstone 
recommendations. I think it would be facetious, if the situation is 
of any seriousness at all. If you have recommendations of any conse- 
quence, I would appreciate your submitting them. 

Mr. Gapssy. Very well. 

It does not specifically answer your question, but of course we feel 
that the strengthening of the investigatory and enforcement powers of 
the Commission through the enactment of the legislative program 
which is before the Congress will be of material assistance in avoiding 
“se contingency. 

r. Hempnimy. Thank you, sir. 

Thank you, Mr, Chairman. 

Mr. Mack. Mr. Collier, do you have any questions ? 

Mr. Cottier. No questions. 

Mr. Mack. Mr. Keith? 

Mr. Kerr. No questions. 

Mr. Mack. I would like to pursue this matter just a little further. 
You issued a statement very recently, I think since the last time you 
were up here, concerning the manipulation of the stock market, and 
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I just wondered what has prompted this statement that you issue 
on April 6th. 

The committee would be interested to have any information you 
have concerning manipulation of the stock market and I personally 
feel that the statement was warranted, but I would also be interesteg 
in knowing what information you have concerning the amount of 
manipulation and what the Commission has been doing to stop it, 

Mr. Gapspy. As to the first part of your question, Mr. Chairman, in 
any market where the swings are so wide as they are in this one, where 
it is not at all unusual to have a gain or loss of 8, 10, or 12 points jp 
a day, naturally we are very much concerned, particularly as to seeuri. 
ties of which there is a limited floating supply on the market, becange 
that invites people to come in and try to swing the market one way or 
the other through manipulated devices of one sort or another. 

We have been very seriously concerned over that fact and the gen. 
eral market level, particularly in the more volatile securities, the 
more speculative securities. Perhaps our statement was more a warn- 
ing than anything else. We do, of course, have a portion of our staff 
whose duty it is to watch the market prices to attempt to find out 
whether there is any economic reason or to pinpoint the cause of 
extreme variations of one kind or another in the market. 

We do have quite a number of men in New York whose duty it js 
to investigate those situations which still remain unexplained. We 
always have found some cases where there obviously has been an at- 
tempt to swing the market price through one device or another and 
when we find them we attend to them in due course. 

We prosecute them in whatever way is suitable. That statement to 
which you refer was most certainly serious and we meant it when we 
said that we intended to redouble our watchfulness over these phe- 
nomena, and we are doing so. 

We have, for example, gone into the exchange operations, into 
the floor operations, and have analyzed the influence of certain traders 
on the price level, and we intend to suggest that exchanges put into 
operation rules which will forbid such operations which we consider 
might influence the price swings artificially. 

Mr. Mack. You have not adopted such rules, have you? 

Mr. Gavspy. They are imminent. Let me say that. I saw them 
just yesterday or the day before in their final form in which we intend 
to submit them to the exchange with our suggestions for adoption. 

Mr. Macx. How many people did you prosecute during the period 
covered by your last annual report? 

Mr. Gapssy. For manipulative causes ? 

Mr. Mack. Yes. 

Mr. Gapssy. If you mean criminal prosecution, of course we don’t 
do that. We merely refer those to the Department of Justice for 
prosecution. So far as broker dealer proceedings are concerned, it is 
rather difficult to say. Perhaps we can separate those which are based 
upon manipulative transactions and furnish that to you. 

I can tell you the number of broker-dealer operations, but I can’t 
tell you the number that are based upon manipulative activities. 
There are many other reasons also. 

Indeed I might add that many of the administrative proceedings 
brought against broker dealers are caused not by the ostensible pur 
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pose, not solely by the complaint, but by the feeling that these people 
must be put out of business, because we know their history. We sus- 

ect them of manipulative activities, but we can’t pin it on them. 
We can pin the technical violation of some one of the numerous 
broker-dealer statutes, such as the net capital rule. 

Mr. Mack. How can one broker-dealer manipulate the market ? 

Mr. Gapssy. Perhaps Mr. Loomis can answer that better than I 
can. He is more intimate with those details. 

Mr. Mack. Mr. Loomis, do you have any comments? _ 

Mr. Loomis. It is possible for one broker-dealer to manipulate the 
market. Not long ago the Commission did revoke the registration of 
a broker-dealer for doing that. It is done by concentrating buying at 
strategic moments so as to give the appearance of rising prices and 
rising volume and thus to create an impression on all the people who 
watch the tape around the country that this particular stock is going 
up and that there must be something doing, and they get in and buy 
and it moves up higher, at which point the manipulator sells out. 

In an active market like this it 1s possible for one broker-dealer to 
do that. It is also possible in the over-the-counter market by putting 
in a series of increasing quotations for a stock in the quotation serv- 
ices buying small amounts pursuant to those quotations, but again 
giving the impression of an active and a rising market. 

Generally manipulations are based on the propensity of the public 
to buy any stock that they see going a in increased volume without 
making any study of why that occurred. _Also rumors and other mis- 
leading information can be caused to be circulated through the grape- 
vine that does operate in the securities markets by somebody who is 
engaged in manipulating. “ait 

Mr. Mack. These instances that you mention are stocks of limited 
circulation ; isn’t that correct ? 

Mr. Loomis. Generally, particularly stocks which have a limited 
floating supply, as the chairman mentioned. 

Mr. Mack. Mr. Chairman, this is one of your primary duties under 
the 1934 act, is it not, overseeing this area ? 

Mr. Gapssy. Oh, yes. 

Mr. Mack. Mr. Chairman, you had considerable publicity about 
the statement that you made. I guess you noticed that? 

Mr. Gapsspy. Yes, I am aware of it. 

Mr. Mack. Some people might have interpreted this statement to 
be an effort to control the market itself. 

Mr. Gapssy. I don’t know just how to answer that, Mr. Chairman. 
It is an attempt to control the market to a certain extent indirectly. 
What we were trying to do was to warn the American public against 
the dangers of speculation in securities, and to that extent certainly 
it was an attempt to control the market. We have no power or 
authority to prevent anyone from buying a security on the market at 
whatever price he wants to pay, and what we are attempting to do is 
to try to keep him from buying into something he knows nothing 
about. 

_ We are concerned, as I said in my statement, with conditions which 
interfere in any degree with the maintenance of an honest, free, and 
orderly market, and the only way that we can reach them, with the 
tendency of the public to participate, as Mr. Loomis has described, is 
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to warn them against doing so. We can’t keep them from doing it 
not and maintain a free market. 

Mr. Mack. You indicate in your statement that you were going ty 
conduct an investigation into the manipulation of the market. 

Mr. Gapssy. We are constantly doing so. All I indicated in thy | 
statement was that we intended to devote even more time to it, We 
have a market surveillance unit in New York whose sole duty it ig tp 
watch the tape and watch the news ticker, and put the two togethe 
and find out whether there is any reason for variations in prices, 

Mr. Mack. And you weren’t warning the manipulators; you wep 
a purchasers ? 

Mr. Gapssy. I have no interest in warning manipulators that we 
are going to enforce the law. 

Mr. Mack. I would want to restate that. I meant that if you wey 
going to conduct an investigation your purpose would not be to ip. 
form the people being investigated ? 

Mr. Gapssy. No, sir. 

Mr. Mack. Therefore, the effect of your statement, as you stated 
earlier, was to caution prospective investors concerning the market 
is that correct ¢ 

Mr. Gapssy. To remove the danger of public participation which 
Mr. Loomis has described, in the absence of which the speculators 
would be feeding on each other. Their whole purpose is to draw jn 
public participation. 

Mr. Mack. Your concern was over the innocent investors who would | 
be drawn in ? 

Mr. Gapssy. The public who would be bailing out the manipulators, 
I might say, Mr. Chairman, that for the last quarter, the quarter end. | 
ing March 31, 1959, the New York Regional Office instituted 37 go. | 
called quizzes, which is an investigation into market movements, 
During the previous quarter ending July 31, 1958 there were 17. In 
other words, we have more than uedien our activity along that line 
in the past quarter. 


Mr. Mack. I think that this question has not been asked. At the | 


present time you know of no additional legislation that would ke 
needed to assist you in your work in this particular field ? 

Mr. Gapssy. Not which isn’t contained in the legislative program 
which is before the Congress, 

(The following memorandum, with respect to the above colloquy, 
was later received for the record :) 


ENFORCEMENT ACTIVITIES OF THE SECURITIES AND EXCHANGE COMMISSION 
RELATED TO MARKET MANIPULATIONS 


During the fiscal year ended June 30, 1958, the New York Regional Office of 
the Commission conducted investigations in 60 cases which appeared to involve 
manipulation of the market. 

During the first 10 months of the present fiscal year the same office has con- 
ducted over 80 such investigations. 

We do not have readily available accurate figures for the entire United States, 
but since the large majority of such investigations are centered in the States 
of New York and New Jersey, which are covered by our New York office, we 
believe that these figures will be sufficiently representative. 

At present there are six cases under examination by the Department of 
Justice involving manipulation, which have been referred to it by the Com 
mission. In prior years nine such criminal cases were successfully prosecuted. 
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The Commission has instituted over 80 civil actions for injunction in this 
area. 

Mr. Mack. Mr. Chairman, I wanted to ask a question about the 
Bolivian bonds. In 1957 when the Commission was before the com- 
mittee the committee inquired about a proposed settlement of the 
$56 million worth of bonds by the Republic of Bolivia which had been 
in default since 1931. 

Are you familiar with that ? 

Mr. Gapssy. No, but I think Mr. Cohen can answer any questions 
you may have on that. 

Mr. Conen. I think in June or July of 1958 the government of 
Bolivia announced the formal offer by which the servicing of the de- 
faulted bonds would be resumed, and my understanding is that that 
offer is presently in effect. : ' 

It provides for the stamping of the outstanding bonds, increasing, 
as I recall it, the principal amount by $100, and some variation on a 

raduated scale, as I recall] it, in the resumption of interest payments. 

Mr. Mack. Increasing it by 10 percent ? 

Mr. Conan. I believe that is night. 

Mr. Mack. And it is being negotiated by the Foreign Bond Holders 
Protective Council, Incorporated ? 

Mr. Conen. That was the last major South American issue which 
had not been settled by that organization and I believe the details 
were arranged during 1957 and early 1958. My recollection is it was 
formally announced in June of 1958. :; 

As I understand it, there is no government bond in default in Latin 
or South America at the present time with the possible exception of 
certain minor issues in Mexico, with which I am not presently 
familiar. 

Mr. Mack. Is it not true that at the same time the United States 
Government proposed to assist the finances of Bolivia by about $25 
million ? 

Mr. Conen. I am not competent to speak on that, Mr. Chairman, 
but it is my recollection that there were negotiations of that character 
going on. I think one of the motivations which led the Government 
of Bolivia to enter into the resumption of servicing was also brought 
about by the fact that the International Bank for Reconstruction and 
Development does not advance funds to governments which are in 
default, and I think it was part of an effort to place the government 
in good standing for that purpose as well that the resumption of 
servicing took place. 

There were a number of factors, Mr. Chairman, but I am not sure 
Iam competent to speak as to all of them. 

Mr. Mack. You are not familiar with the $25 million credit; is 
that correct ? 

Mr. Couen. No, sir; but we can supply that information if the 
chairman wishes. 

Mr. Mack. I would be interested. Also I think we would be inter- 
ested in having what information you have concerning the organiza- 
tion of the Foreign Bondholders Protective Council, who is acting in 
their behalf, and I think further we would like to have a list of the 
bondholders, if that is available. 

Mr. Conen. Yes, sir. 
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We have information regarding the council we can make available 
but as to the list of bondholders, I don’t know; we would supply 
whatever information we can for the committee. : 

Mr. Ganssy. I don’t think we have any list of bondholders, My 
Chairman. I am very certain we don’t. ae 

Mr. Mack. The committee would be interested in having what ip. 
formation you do have on this problem. 

Mr. Couen. It is my recollection now that the offer was extended 
by publication in newspapers and similar methods of publication 
and I think one of the major reasons for that is that there was not 
in being then a list of the holders of those bonds that was reliable, byt 
there may be some later information on that score. 

Mr. Mack. ‘Then the Commission wouldn’t have information as to 
whether these bonds were held by a limited number of people? 

Mr. Conen. I have no information at this time, Mr. Chairman, 

Mr. Mack. Has this agreement been consummated, Mr. Cohen 
to the best of your knowledge? 

Mr. Conen. It is my understanding that the Government of Bolivia 
has placed it in effect and has published it. It is an offer which | 
believe is open until the middle 1960’s. I think 1964, but I would 
want to check on that and give you the precise information. My 
understanding is it is a valid outstanding offer and it is in effect. ~ 

Mr. Mack. Of course it is difficult to say whether this is dependent 
upon foreign aid, but I did notice since the Bolivia uprising that there 
has been some indication that the United States might reduce its 
$26 million annual contribution in aid, and this, of course, too, might 
have some effect on this program to pay off these bonds. 4 

Mr. Couen. As the chairman recognizes, these are matters that are 
beyond the competence of our Commission, but we do have in our files 
copies of the notices issued by the council and by the Government at 
the time of the resumption of the service arrangements and, as I 
recall it, some reference may have been made to suggestions of pos- 
sible aid. We can supply that information to the committee. 

Mr. Mack. Yes. It is my understanding that it was more than a 
suggestion. It was entered into as practically part of the agreement. 

Mr. Conen. You are probably right, sir. 

Mr. Mack. Therefore, it would be of interest to the committee and 
to the Commission. 

(The following information was later submitted for the record:) 


ADDENDUM TO TESTIMONY BEFORE THE SUBCOMMITTEE ON COMMERCE AND FINANCE, 
COMMITTEE ON INTERSTATE AND FOREIGN COMMERCE, HOUSE OF REPRE- 
SENTATIVES 


In the preceding transcript the chairman indicated an interest in (1) a $25 
million credit granted by the United States Government to Bolivia, (2) a list of 
the holders of Bolivian bonds, and (3) the organization of the Foreign Bond- 
holders Protective Council. It was requested that information as to these 
matters in the Commission’s files be submitted to the subcommittee. 

(1) On March 26, 1957, Congressman Joseph P. O’Hara wrote to the Con- 
mission requesting information as to “the nature of the agreements between 
the United States and Bolivia covering stabilization and the settlement of these 
defaulted issues.” In consequence of this request the Commission directed an 
inquiry to the Department of State. Under date of May 24, 1957, the Com- 
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mission received the following information which was transmitted to Congress- 
man O’Hara on June 5, 1957. j 

We received the following information under date of May 24, 1957, from 
Mr. Hamlin Robinson, Special Assistant, Bureau of Economic Affairs of the 
Department of State, as to the stabilization program for the Bolivian bonds. 

“In working out its stabilization program last year, the Bolivian Government 
had the assistance of a United States financial adviser, Mr. George Eder, as well 
as of experts from the International Monetary Fund. During the early dis- 
cussions regarding the stabilization program, Mr. Eder stressed to Bolivian 
officials the importance of establishing a good international credit standing. 
This would help, he noted, in attracting foreign investment and in obtaining 
needed foreign credits, which would in turn facilitate the achievement of eco- 
nomic progress. He pointed out that a satisfactory settlement of Bolivia’s 
foreign bond obligations was one element in the establishment of a good inter- 
national credit rating. 

“The United States Government considers it important that a satisfactory 
settlement of Bolivia’s bonded obligation to United States citizens be achieved. 
It has on various occasions expressed itself in this sense to the Bolivan Govern- 
ment. The Bolivian Government has indicated to the United States Govern- 
ment its intention to work with the Foreign Bondholders Protective Council 
toward a settlement of its indebtedness. 

“prior to the beginning of the stabilization program, the Bolivian Government 
sent a special representative to the United States to negotiate a settlement of 
Bolivia’s defaulted bond issues with the Foreign Bondholders Protective Council. 
The negotiations have continued since that time, but final settlement has not 
yet been achieved. Settlement was not a condition of United States support 
for the stabilization program.” 

Mr. Kenneth Spang, president of the Foreign Bondholders Protective Council, 
Inc., under date of April 29, 1957, furnished the following as to proposals for 
settlement of the defaulted bonds: 

“Following negotiations initiated in 1948 by a delegation of the Republic of 
Bolivia, headed by the Minister of Finance, the Bolivian Government announced 
on June 25, 1948, terms of proposed settlement offers to holders of bonds of its 
four publicly offered dollar loans. The Foreign Bondholders Protective Council, 
Inc., advised the Bolivian delegation that when the proposed plan would become 
effective and offers made to bondholders, the council would recommend them 
to the bondholders favorably for acceptance. Final action was not taken by 
the Government of Bolivia. 

“In 1956 and early 1957, following negotiations between Senor Gisbert Nogue, 
executive head of the Bolivian Planning Board and member of the Monetary 
Stabilization Council, representing the Government of Boliva and the council, 
the Bolivian Government undertook to make settlement offers on a revised 
basis which the council stated it could recommend to bondholders. Modifica- 
tions were later made in this understaking by the Bolivian Government. In 
February, the proposed terms were concurred in by all parties, subject only 
to final authorization by the President of Bolivia. As of this date, the President 
has not acted to implement the terms which the representatives of his Govern- 
ment had negotiated.” 

(2) Congressman O’Hara also inquired as to: “The sources to which I, or the 
Commission, would go to determine the present holders of the defaulted issues, 
since you have said that you do not know who they are.” Since the Commission 
did not have information of the character sought by Congressman O’Hara, it 
sought the assistance of the Foreign Bondholders Protective Council, Inc. The 
Commission advised Congressman O’Hara as follows: 

Mr. Spang in his letter of April 29, 1957, furnished the following data: 

“The records of the Foreign Bondholders Protective Council, Inc., throw some 
light on the location of holders of Bolivian dollar bonds and the size of in- 
dividual holdings. Tabulations have been made for the pericd 1934 to April 29, 
1957, of all holders of Bolivian dollar bonds which have been registered with 
the council or which have been reported on behalf of holders by banks, trustees, 
executors of estates, etc. Registrations of holdings of Bolivian dollar bonds 
total 3,280. 

“A geographical distribution of the 3,280 holdings registered with the council 
is shown in table I. Of the total, 3,105 holders reside in 47 of the 48 States. 
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The 12 States in which the largest number of holders reside (with the number 
of holders indicated in parentheses) are as follows: 

“California (375); Illinois (168); Maryland (80); Massachusetts (60) ; 
Michigan (66); Minnesota (57); Missouri (57) ; New Jersey (252) ; New York 
(759) ; Ohio (112); Pennsylvania (375) ; Wisconsin (65); with the remaining 
679 distributed among 35 States. 

“In addition, 175 holders reside abroad in 24 countries or territories and ar 
distributed as follows: Canada (130); Europe (31); Latin America (9); ang 
other (5). 

“Table II indicates the size of the holdings registered with the coungi 
Approximately 45 percent of the holders reporting the size of their holdings 
have holdings of $1,000 principal amount or less, and approximately two-thirds 
of the holders have holdings of $2,000 or less. 

“It may be estimated that the total principal amount of bonds registered with 
the council approximates 10 to 15 million dollars, or less than one-fourth of the 
total of $56,278,000 reported outstanding by the New York fiscal agents (after 
deducting $3,144,000 principal amount reported as owned in or repatriated py 
Boliva since 1931). ; 

“The location of the other bonds, which are in bearer form, are not known 
but they may be presumed to be scattered in a general pattern similar to that 
described above and in tables I and IT. 


Tarte I. Dollar bonds of the Republic of Bolivia, geographic distribution of 
holdings by States 
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TABLE II. Dollar bonds of the Republic of Bolivia site of holdings 





























+ Holdings of less than 
Number of upper limit of class 
Principal amount holders d ~S 
Number Percent 
SN - ee SS ee 
$0 to $500. - i ee. 2 ee 136 136 8.5 
$501 to $1,000__-- : 4 peweundhadinbhin dk ‘ a5 595 731 45.8 
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$2,001 to $2,500 Packt 12 1, 051 65.9 
$2,501 to $3,000 jettibes dh oeholl 105 1, 156 72.5 
Sina 5 34.05 dbp Enea aod Sears cinigaiesieey 197 1, 353 84.9 
$5,001 to $10,000- 7 144 1, 497 04.0 
$10,001 and over._--- a 97 1, 504 100. 0 
Total pica ate ‘ aceest? tduie tne OT a aca nee oe 
Amount not indicated. ‘ ‘ Kagan ueehenas Seb awe die’ 1, 686 | _- 
Total iad bib inssbnndnputnarennnbld abamdaeed 3, 280 





Further information regarding the Bolivian settlement as well as copies of 
relevant notices and press releases may be found in the enclosed copy of the 
report of the council for 1955 through 1957. See particularly pages VI, 35-43. 

(3) The enclosed report 1955 through 1957 of the Foreign Bondholders 
Protective Council contains at pages XV-XXI statements as to the origin, 
purposes, nature and functions of the council, a list of its officers and past and 
present directors, and a summary of the debt adjustment plans recommended by 
the council. Certain financial statements and reports appear at pages 305-311. 
Its principal activities during the period covered by the report are outlined in 
a letter of Mr. Kenneth M. Spang, as president, to the members of the council, 
dated June 30, 1958, and reproduced in the report at pages V—IX. 

So far as we are aware, no agency of the Government shares any responsibility 
for the decisions or recommendations of the council. However, pursuant to an 
understanding among the Department of State, the Securities and Exchange 
Commission and the council, the Department and the Commission are advised 
concerning the overall activities of the council. It makes public annual financial 
statements and submits more detailed statements of its affairs to the Department 
and to the Commission. Periodically, usually once a year, representatives of 
the Department and of the Commission meet with responsible officials of the 
council to discuss the past year’s events and to be advised regarding proposals 
for future action. 

The chairman requested information which the Commission has with regard 
to the National Advisory Council as it could affect the operations of the 
Securities and Exchange Commission. 

The National Advisory Council on International Monetary and Financial 
Problems was created by the Bretton Woods Agreements Act of 1945 which 
authorized U.S. financial participation in the International Monetary Fund 
and the International Bank for Reconstruction and Development. The members 
of the Council are the Secretaries of the Treasury, State, and Commerce, the 
Chairman of the Board of Governors of the Federal Reserve System and the 
President of the Export-Import Bank. The Council is required to report to the 
Congress biannually regarding its supervision and coordination of U.S. parti- 
cipation in the Fund and the Bank and other international financial matters. 
Attached are (1) House Document No. 42 (86th Cong., Ist sess.) which contains 
the latest report of the National Advisory Council; (2) the printed hearings 
(H.R. 4452 and H.R. 4453) before Subcommittee No. 1 of the Committee on 
Banking and Currency, House of Representatives (86th Cong., 1st sess.) on 
March 38, 4, 5, and 6, 1959, and the printed hearings before the Committee on 
Foreign Relations, U.S. Senate (86th Cong., 1st sess.) on S. 1094, a bill to 
amend the Bretton Woods Agreements Act, on March 9, 12, and 17, 1959. These 
contain additional information regarding the operations of the Fund and the 
Bank and the activities of the National Advisory Council. 
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In 1949 the Bretton Woods Act and the National Bank Act were amended 
to permit member banks of the Federal Reserve System to underwrite and deal 
in the Bank’s bonds. The National Advisory Council is required to report 0 
the effectiveness of the exemptions in facilitating the operations of the Bank 
The 1949 amendment of the Bretton Woods Act also provided for exemption 
from the registration requirements of the Securities Act of 1983 and Securities 
Exchange Act of 1934, of securities issued or guaranteed both as to principal 
and interest by the International Bank. The Commission, acting in consulation 
with the National Advisory Council, is authorized to suspend these exemptions 
at any time as to any or all securities issued or guaranteed by the Bank during 
the period of such suspension. The Commission is directed by the amendment 
to include in its annual reports to Congress such information as it shall deem 
advisable with regard to the operations and effect of the Bretton Woods Act 
and to include therein any views submitted for such purpose by any association 
of dealers registered with the Commission. 

The Bank is required to file with the Commission such annual and other 
reports with respect to such securities as the Commission shall determine to 
be appropriate, in view of the special character of the Bank and its operations 
and necessary in the public interest and for the protection of investors, 
Pursuant to regulation BW, adopted by the Commission in January 1950, the 
Bank is required to file with the Commission substantially the same information, 
documents and reports as would be required if the Bank had securities registered 
under the Securities Exchange Act of 19384. The Bank is also required to file 
a report with the Commission not less than 7 days prior to the date on which 
any of its primary obligations are sold to the public in the United States. This 
report and the periodic reports filed make available at the Commission informa- 
tion quite similar to the information which would be required in a registration 
statement under the Securities Act of 1933. This carries out the intention which 
the Commission expressed to the Congress when the amendment to the Bretton 
Woods Agreements Act was under consideration. 

Apart from matters relating to the Bank, arrangements are in effect with 
the staff of the National Advisory Council to advise the staff of the Commission 
generally with respect to international financial matters under consideration by 
the staff of the Council and which may be of interest to the Commission. The 
staff of the Council has sought the views of the Commission with respect to 
proposed statements to be included in the Council’s reports that the amendment 
to the National Banking Act and the Bretton Woods Agreements Act in 1949 
continue to facilitate the financial operations of the Bank. The files of the 
Commission do not reveal any recommendation within the past 5 years by the 
Council or its staff to the Commission or its staff. 


Mr. Mack. Mr. Collier? 

Mr. Cottier. Just one question, Mr. Chairman. In view of the re- 
cent stories of the U.S. News and World Report and articles that were 
in the newspapers I ask this question: 

Looking back to the great crash of 1929, would you say, aside from 
the basic economic conditions that contributed to the crash in 1929, 
that the malpractice factors involved today pretty well controlled and 
that the surveillance would prevent anything that happened prior to 
the crash in 1929 ? 

Mr. Gapspy. There is really no comparison between the two situa- 
tions, Mr. Collier. There was no policing of any kind of securities 
issues prior to 1933. At the time of the 1929 debacle many corpora- 
tions had securities outstanding far beyond the value of the assets 
behind them. 

There are very many factors that entered into that situation which 
do not exist today. Some of those factors were met by the securities 
acts. Some of the practices in the market which were freely indulged 
in prior to 1934 are, of course, strictly controlled by the 1934 act. 

Many of the things which contributed to the 1929 crash are just not 
present in this market. Many people have doubted very seriously 
that any such change in values could take place under present-day 
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conditions and under the policing power of the Government over the 
market as it is now exercised. That, I might say, is one reason why 
we could not answer Mr. Hemphill’s question as to what might be 
done to prevent any such situation, because we are not at all sure 
that the present statutes would not and the present situation is so 
different that it could not occur. 

Mr. Couturier. Thank you. 

Mr. Mack. Mr. Dingell. 

Mr. Dincett. Mr. Chairman, would the gentleman yield? 

Mr. Coturer. I would be glad to yield. 

Mr. Drncetx. Did I understand you to say that you didn’t think 
that a market break could occur under present-day regulations? 

Mr. Gapssy. I didn’t say that. I said many people think so. 

Mr. Drncetu. That certainly is not your feeling, though, is it? 

Mr. Gapspy. I would not lke to say whether such a thing could 
occur or not. I think it is extremely doubtful, certainly to the extent 
and with the results of the 1929 crash, no. I think long before that 
happened we would close the market. 

Mr. Dincett. You would close the market? 

Mr. Gapspy. Oh, certainly. 

Mr. Dincetxt. Would you have to power to do that? 

Mr. Gapssy. Yes. 

Mr. Drncetxt. You could close the market then ? 

Mr. Gapspy. Oh, yes. 

Mr. Drncett. May I ask, on what basis would you close the market ? 
Do you have statutory authority to do that? 

Mr. Gapssy. The statute says in the 1934 act, section 19(a) (4), that 
the Commission has power: 

If in its opinion the public interest so requires, summarily to suspend trading 
in any registered security on any national securities exchange for a period not 
exceeding 10 days, or— 


and this is the part you are interested in— 


with the approval of the President, summarily to suspend all trading on any 
national securities exchange for a period not exceeding 90 days. 

Mr. Dincett. May I ask just one more question along this line? I 
recall a few years ago when the President got ill, the stock market 
dropped many millions of dollars in a period of 1 day, and dropped 
the next day and dropped some more the following day. 

Do you have any comment on that with relation to the possibility 
of a substantial market break in the present day ? 

Mr. Gapspy. I don’t think the market break at the time of the 
President’s illness was a dangerous one, and it certainly showed no 
sign of getting out of hand, and I think perhaps it is the best answer 
that I can give to you as to your previous question, that anything 
which did affect the market to that extent still resulted in no perma- 
nent wiping out of values. 

Mr. Drnceti. May I ask you one last question? That would be 
this: Then under these circumstances with the stability which 
you apparently indicate is in the market, what would you say with 
regard to these articles where you and other people, I understand, 
have been warning of the very grave dangers to the American 
speculator ? 
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I assume that a part of the thesis in the warnings, and I did not 
read them, was that this speculation could lead to a substantial mar- 
ket break as opposed to, say individual losses on a specific issue, 

Mr. Gapssy. I didn’t say that it would be impossible for the market 
to fluctuate. The market certainly does fluctuate and there is ever 
possibility that the prices will tend downward in the future just as 
they are upward at the present time. My attempt was to tell the 
American public that prices have never gone up without going down 
sometime and that when they are buying on an upturn in the market 
they are taking their chances on its coming down afterward. 

Mr. Dinceti. Thank you very much. 

Thank you, Mr. Chairman. 

Mr. Coxurer. One other question in that connection. If the SEC 
declared a moratorium, and in sum and substance that is exactly 
what it would be, would the market then be required to be reopened 
with buying and selling continuing at the end of the 10 days under 
the law or could the judgment of the SEC extend it? 

Mr. Gapssy. It is 90 days. We can summarily suspend trading for 
a period not exceeding 90 days. That is at the direction of the 
President. I assume that if the conditions are still in existence at 
the end of the 90 days with the consent of the President we could 
suspend again. I don’t know. We never, of course, have had that 
problem to face. 

Mr. Co.irer. That is all. 

Mr. Mack. Mr. Chairman, under present law would it be illegal if 
a group of individuals decide in advance to buy large blocks of stock 
when they feel the market is getting dangerously low in order to 
bolster the market ? 

Mr. Gapspy. Let me ask Mr. Loomis to answer that. I probably 
could, but he might be able to give you a clearer answer than I can. 

Mr. Loomis. It is a little hard to say in the abstract. There is 
nothing illegal about buying stocks because you think the market is 
low and you therefore think they are a good investment, whether you 
buy a lot or a small amount. However, if you buy for the purpose 
of affecting the price and moving it up or changing the price and 
with the further idea that you are going to unload at a profit on the 
increase that you have produced, then it probably is illegal. 

Mr. Mack. I hope you understand my question and that was if a 
group of individuals decide that they could stave off a market crash 
by moving in and buying large blocks of stock to bolster the market 
for the purpose of not necessarily increasing the price of the stock, 
but keeping it from going any lower, would that be illegal ? 

Mr. Loomis. I didn’t understand the last part about what their 
purpose was. I think if their purpose was merely to stave off a market 
crash rather than to obtain any personal profit in transaction it would 
not be illegal. That is just my present view. 

Mr. Mack. Does anyone have any information as to whether under 
the present laws it would or would not be? 

Mr. Loomis. I think it would not be if that was the purpose. 

Mr. Gapspy. That is not really a manipulative device. 

Mr. Mack. Then if large stockholders agreed to sell when they felt 
the market was too high would that fall into the same category? 
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Mr. Gapssy. I would think so. There is no law against stockholders 
selling it at the top of the market or whenever they please. 

Mr. Mack. Notwithstanding the fact that they agreed in advance 
to all sell at the same time and thereby manipulate the market. _ 

Mr. Gapspy. If it is a question of their intending to drive the price 
down, unquestionably it 1s illegal. That is why these manipulative 
eases are so difficult, Mr. Chairman. 

Mr. Mack. I understand. 

Mr. Gapssy. So much depends upon the purpose of the act, and 
people who are engaged in manipulative devices don’t tell us what 

eir purposes are. 
ms Ras. That is the very reason that I raised the question this 
morning, to see how the Commission would react in other instances 
to see Where the line is actually drawn. It gets back to matter of 
intent. . 

Mr. Gapspy. When we find heavy selling on the market, that is one 
place where our market surveillance unit comes into play and we 
conduct quizzes. 

Mr. Mack. They were busy yesterday then? 

Mr. Gapsspy. They been busy for the last 3 months, plenty. 

Mr. Mack. Just to make certain that I understand Mr. Cohen cor- 
rectly, you are going to supply me with the information concerning 
whether the Government did actually extend this credit? 

Mr. Conen. Mr. Chairman, what I thought I said was that we 
would search our files and give you whatever information we have. 

Mr. Mack. That is fine. You understand that we did desire that 
information. 

Mr. Couen. Yes, sir. 

Mr. Mack. Fine. 

Mr. Chairman, several years ago the Commission in appearing be- 
fore us in a similar type of a meeting addressed itself to its concern 
over the protection which is afforded the American investors in foreign 
securities and suggested that this subject needed a thorough review. 
I note that in your release of March 6 of this year concerning the 
revised rule 7a—8, the Commission says : 
the distribution of securities into the United States by or on behalf of foreign 
persons and institutions in violation of the registration and antifraud require 
ments of the statutes * * * has been a source of concern to the Commission. 

At the time the Commission was here earlier Commissioner 

McEntire stated that— 
Part of the Commission’s concern arose over the fact that the s-.ational policy 
to stimulate foreign private investment was not necessarily one which at the 
same time maintained all of the investigative protection to those purchasing 
American securities. 

The question this morning I want to raise is what participation 
does the Commission now have in the National Advisory Council ? 

Mr. Gapsey. Which National Advisory Council do you have in 
mind ? 

Mr. Mack. I understand there is an advisory council which is for 
the purpose of stimulating investment in foreign securities and that 
the executive department that has contact with your agency on some 
occasions in some fashion or manner. I believe it was established 
by the Bretton Woods Act. 
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Mr. Gapsry. Mr. Cohen has been handling that. Perhaps he ean 
answer it. 

Mr. Mack. Mr. Cohen. 

Mr. Conen. Under the Bretton Woods Act certain Cabinet secre. 
taries are members of the Council. The Commission is not such g 
member. 

Mr. Macr. I understand that. 

Mr. Conen. The Commission has maintained a liaison with at least 
the staff of the NAC over the period. The NAC has sought advice 
and information from the Commission and the Commission has at. 
tempted to assist the NAC within the area of its own competence, 

tepresentatives of the NAC communicate with us on occasion, par- 
ticularly where there are matters which they think may be within the 
area of the Commission’s interest or competence. 

Mr. Mack. Do they discuss the matter of foreign investments with 
you ? 

Mr. Conen. Not as such. I think the matters they discuss with 
us relate primarily to the operations of the Internation: il Bank insofar 
as the Commission has responsibility with respect to those operations, 
You will recall the Commission has certain authority under the 
amendment of the Bretton Woods Act, effective in 1949, and that cer- 
tain of that authority, if it were to be exercised, would be exercised in 
consultation with the NAC. 

In connection with reports issued by the NAC, and they are required 
to issue reports biennially, as I recall it, with respect to the Inter- 
national Fund and the Bank, there is communication with the staff 
of the Commission with regard to this general subject matter. 

Mr. Mack. Do they ever make any recommendations to you of any 
kind ? 

Mr. Conen. I don’t recall any recommendations made to us by the 
NAC in recent years, sir, that is, within the period of my relationship 
with staff people of the NAC. 

Mr. Mack. How long would that be? 

Mr. Conen. That would be, I would say, 4 or 5 years. 

Mr. Mack. Within the last 5 years? 

Mr. Conen. Approximately, except for a period of that time when 
I was out of the country, Mr. Chairman; but during that general 
period usually they communicated with me, at least to my knowledge, 
and I don’t recall during that period any recommendation made to 
the Commission. They have inquired with respect to material that 
they were including in their report to the Congress with regard to 
the question, for example, of whether or not the exemptions provided 
by the amendment in 1949 had facilitated the operations of the Bank, 
and the Commission, my recollection is, responded that it is not aware 
of any circumstances which would indicate that those exemptions 
have not facilitated the operations of the Bank. 

Mr. Macx. In the last several years, and you said the last 4 years, 
they have made no recommendations to the Commission and therefore 
their activity would have no effect whatever on the American investors, 
is that correct ? 

Mr. Conen. I want to be precise about that, Mr. Chairman. I 
said that I am not aware of any recommendations made to the Com- 
mission during that period. There may have been some, but none 
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that I am aware > The communications made to me related to the 
discussed. . 

mtr, + eve If you would have any information with regard to the 

activities of the National Advisory Council as it would affect the op- 

erations of the Securities and Exchange Commission the committee 

would be very happy to have that information. 

Mr. Cowen. Yes, sir. ' ‘ 

Mr. Mack. Mr. Chairman, in regard to broker dealers, how far is 
the Commission able to audit each year all the registered broker- 

firms ? 

eo Gapssy. We have a program which we would like to be able to 
live up to which would enable us to inspect the broker-dealers in a 2- 
year cycle. At the present time, as I recall it, on about a cycle of 2.8 
years. I think the budget for 1960 contemplates bringing that down 
a little bit, but still will not reach the 2-year cycle which we would 
ike to see. 

vie Mack. In other words, do I understand you that it takes nearly 
8 years to cover all of the broker-dealer firms? 

Mr. Gapssy. On the average, yes. Of course that does not mean 
that we do not inspect the marginal firms more often than that. We 
do. Wherever there is any suspicion of any weakness at all we im- 
mediately investigate that particular firm, and some of them we cover 
fairly often. be 

Mr. Mack. Do you audit some firms yourself and leave the auditing 
of other firms to the committees of the stock exchanges? 

Mr. Gapspy. Generally speaking we no not duplicate the efforts of 
the stock exchange any more than we have to. They have perfectly 
competent and independent auditors who do the work with the mem- 
bers, and they maintain a constant and detailed supervision over their 
members. 

Mr. Mack. And you accept their work ? 

Mr. Gapssy. Yes. They are independent and we see no reason 
for not accepting it. 

Mr. Mack. Is that true also of the National Association of Securi- 
ties Dealers? 

Mr. Gapssy. No. The NASD inspects its members periodically, 
but we also inspect them. We have very often inspected members of 
the NASD regardless of whether NASD has inspected them or not. 

Mr. Mack. In other words, you might duplicate that area, but you 
wouldn’t duplicate the other area ? 

Mr. Gapspy. No, because we are satisfied with the machinery 
which the exchanges have established. 

Mr. Mack. In other words, these would be certified independent 
auditsto be made. They are acceptable. 

Mr. Gapspy. I believe so, but perhaps Mr. Loomis can answer that 
more accurately. 

Mr. Loomis. There are two separate processes. The New York 
Stock Exchange requires and we also, subject to minor exceptions, 
require that each broker-dealer have an audit of its accounts once a 
year by an independent certified public accountant and he must file 
a certified financial statement. In addition we inspect brokers and 
dealers independently and separate from the audit to check for com- 
pliance with the Federal securities laws. 
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That is an additional protection to the audit. We do not ordinarily 
inspect the people who are inspected also by the major exchanges to 
determine compliance with our financial responsibility rules. As the 
Chairman has explained, we don’t get around to everybody anywhere 
nearly as often as we would like, so we have to concentrate on people 
nobody else reaches, particularly in terms of compliance with the 
securities laws. Of course, if we have reason to believe that there 
has been a violation of the securities laws, we conduct an inspection 
whether or not the broker is an exchange member. 

We try to avoid unnecessary duplication of inspections with the 
National Association of Securities Dealers, not to have our man and 
their man arrive within a month of each other, but we have no policy 
of leaving their over 3,800 members to their inspections. We inspect 
their members too. 

Mr. Mack. Has the Commission been successful in getting ad- 
herence by auditing firms to the audit requirements which the Com- 
mission told this committee 2 years ago it was preparing for use by 
the independent auditors? 

Mr. Gavssy. Perhaps Mr. Barr can answer that for you. He is 
our chief accountant. 

Mr. Barr. There are always some marginal cases which we think 
don’t meet the standards, but on the whole the record seems to be 
fairly good. We told you I think 2 years ago that we had cooperated 
with the American Institute of Certified Public Accountants in work- 
ing up an audit program which we have published and which has 
been in use now for about a year and a half. 

We think it has been of very great aid to accountants in doing a 
better job and we have seen considerable evidence that that has been 
the result. 

Mr. Gapssy. If I may, Mr. Chairman, I would like to correct a 
statement I made a little while ago that our 1960 budget called for 
an improvement in the cycle inspections. It does not. We have put 
more of our emphasis on investigatory and enforcement work rather 
than on the inspections, feeling that that was a more critical area. 

Mr. Mack. Mr. Chairman, what has been your experience under 
the 1954 amendment to the 1933 act concerning the time at which 
offers might be made under section 5 with reference to gun jumpers! 

Mr. Gapssy. It has been perfectly satisfactory. We had a flurry 
of trouble with misinterpretations of the right of people to make 
statements in advance of the filing of the registration statement, but 
I think that has been straightened out now and the 1954 amendment 
has apparently worked satisfactorily. 

Mr. Mack. Could you describe for the committee briefly your 
activities and decision in the Arvida case? 

Mr. Ganssy. In the Arvida case Mr. Arthur Vining Davis formed 
a corporation in July 1958 to take over his real estate holdings in the 
State of Florida. That is the so-called Arvida Corp. 

The formation of that corporation was announced to the news- 
papers at that time. Between July and September Mr. Davis’ agents 
sought financial aid with the view of making a public distribution 
of the securities of the Arvida Corp. Along about the middle of 
September, as I recall it, the arrangements were finally concluded 
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and the syndicate managers were to be Carl M. Loeb Rhoades & Co., 
and Dominick & Dominick of New York. 

Up to that point we had no criticism of the entire situation. How- 
ever, at that point the syndicate managers issued a publicity release 
in which certain statements were made as to the holdings of Arvida, 
as to their plans for financing, even intimation as to the price at 
which the securities were to be priced. 

Mind you, no registration statement had even been finally drafted. 

Mr. Mack. Who issued this information ? 

Mr. Gapssy. It was issued by a partner of Carl M. Loeb Rhoades 
& Co. The minute that was issued we brought suit to restrain them 
from violation of section 5 of the 1933 act, ‘and that injunction was 
eventually granted and the court held at that time that this action 
of Carl M. Loeb Rhoades was a violation of section 5 of the 1933 act 
We also instituted broker-dealer proceedings against both Carl M. 
Loeb Rhoades and Dominick & Dominick for violation of the act. 

All of the litigation was finally wound up in a stipulation of facts, 
the decree of the court, a finding on our part as to the violations of 
the broker-dealers, and appropri: ate information was contained in the 
prospectus of the corporation. 

The prospectus was eventually declared effective by us and the 
securities were sold. I might say that there is a very distinct difference 
between the information “contained in the release of Carl M. Loeb 
Rhoades in September and that contained in the prospectus in Decem- 
ber, I think it was. 

Mr. Mack. Do you have many cases of gun jumping? 

Mr. Gapssy. Not as many as we did have. Our position is perfectly 
clear now through the Arvida case and through releases which we 
have made. I think the trade understands very well the limitations 
we impose upon such activity. 

Mr. Mack. What is the present status of the liquidation of your 
holding company work? 

Mr. Gapssy. My recollection is, and I will have to have this con- 
firmed by the staff, that we have at the present time some 18 holding 
companies under our jurisdiction. Of those 16 probably will be per- 
manently subject to the 1935 act. There are two that are in process 
of going out that have been held up for various reasons. 

Mr. Mack. You expect their work to level off? Will the 16 have 
as much activity as far as you are concerned and require as much 
work? 

Mr. Gapssy. The 16 holding companies that will remain under our 
jurisdiction are very subst: intial. They are very large systems. In 
fact they cover about 20 percent, as I ‘recall it, of the industry and 
they are very large companies, such as Columbia Gas, American Elec- 
tric, Consolidated Gas, New E ngland System; very large companies. 

Mr. Mack. They are all listed in your annual ‘report ? 

Mr, Gapspy. Yes, beginning at page 107 of our annual report. 

Mr. Mack. My question, of course, is will the workload of the 
Commission now be stabilized? 

Mr. Gapspy. To a certain extent. It will level off. It will continue 
at about on a level, because of course these companies have constant 
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financing and corporate problems over which we will have jurisdic. 
tion under the 1935 act. 

Mr. Mack. I wanted to ask Mr, Meeker if he had anything he 
wanted to offer or any information he wanted to offer as to the effect 
of the Supreme Court decision concerning the variable annuities and 
the responsibility now that the Commission has in regard to this, 

Mr. Meeker. Mr. Chairman, I might report that since the decision 
in the variable annuity case we have been working with the two 
respondents in that litigation who only this past Monday after filing 
for a temporary exemption under the Investment Company Act came 
in and filed initial registration statements under the securities acts, 
We have been in touch with the other companies whom we know have 
been authorized by State insurance commissioners to issue such pol- 
icies with the investment contract feature of the variable annuity in 
them, advised them of the decision, and have been assured that there 
will be no further sales by those companies until registration under 
both acts has been effected. 

We know only of three other companies, none of which have been 
nearly so active, in fact not active at all in recent years since the litiga- 
tion started, who are selling these particular types of contract. I 
might also call the chairman’s attention to the fact that the Commis- 
sion in the interest of cooperating with both State securities officials 
and State insurance commissioners in a further effort to better under- 
stand their problems in connection with the regulation of this new 
type of contract has issued an invitation to the officers of the two na- 
tional associations, the National Association of Insurance Commis- 
sioners and the North American Securities Administrators’ organiza- 
tion, to meet with the Commission and its staff in Washington and the 
date has been set for May 11. 

We are seriously attempting to insure that the investor protection 
which the Supreme Court thought necessary in this situation is main- 
tained, but at the same time mindful of the fact that there are other 
areas of Government regulation involved here and are making every 
effort to understand the mutual problems of both State and Federal 
agencies concerned. 

I think that is about the present status of it, sir. 

Mr. Mack. Thank you very much. 

Mr. Gapssy. I might add, if I may, Mr. Chairman, that the Com- 
mission has deliberately adopted a policy of attempting to avoid dupli- 
cation of regulation over these companies. 

Mr. Mack. Mr. Chairman, I just wanted to ask for my own infor- 
mation one other question and that is, is the Bureau of National Af- 
fairs affected by your Commission? Are you familiar with that? 

Mr. Gapssy. Yes, I am familiar with the Bureau of National Af- 
fairs. The Bureau of National Affairs is in employee-owned publicity 
and publishing organization. It has no connection with our Commis- 
sion except that they do arrange on occasion for symposiums in various 
places at which we furnish the talent and they furnish the audience. 
In other words, they invite us to attend at meetings in various places. 
The last one was in Chicago about a month or so ago, at which law- 
yers, and accountants, and businessmen attend and at which we ex- 
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plain the workings of the securities acts and generally attempt to con- 
duct a missionary effort as to the effect of the acts on business, and 
Jaw, and so forth. 

Mr. Mack. Thank you very much, Mr. Chairman. 

Mr. Gapssy. They may have an occasional securities problem, but 
they are minor, of no importance. 

Mr. Mack. Mr. Dingell ? 

Mr. Dincetu. No questions. 

Mr. Mack. Mr. Keith ? 

Mr. Kerr. No questions. 

Mr. Mack. Thank you very kindly. 

On behalf of the committee I would like to thank you for your 
cooperation and express our appreciation to you, Mr. Commissioner, 
and your fellow Commissioners and the Commission staff for spending 
the time to familiarize the committee with the problems of the Com- 
mission. 

Mr. Drnerix. I would like to join in that, Mr. Chairman. 

Mr. Mack. Thank you very much. 

The committee will stand adjourned. 

(Whereupon, at 12 noon, the subcommittee adjourned, subject to 
call of the Chair.) 
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SECURITIES ACTS AMENDMENTS, 1959 


WEDNESDAY, JUNE 3, 1959 


Hovusk or REPRESENTATIVES, 
SUBCOMMITTEE ON COMMERCE AND FINANCE OF THE 
CoMMITTEE ON INTERSTATE AND ForEIGN COMMERCE, 
Washington, D.C. 

The subcommittee met, pursuant to call, at 10:10 a.m., in room 1334, 
New House Office Building, Hon. Isidore Dollinger presiding. _ 

Present: Representatives Dollinger, Kilgore, Hemphill, Collier, 
Glenn, and Keith. 

Mr. Dotiincer. The subcommittee will come to order. 

Today we are commencing hearings on five bills: H.R. 5001, which 
amends the Securities Act of 1933; H.R. 2480, which amends the 
Securities Exchange Act of 1934; H.R. 5002, which amends the Trust 
Indenture Act of 1939; H.R. 2481, which amends the Investment 
Company Act of 1940; and H.R. 2482, which amends the Invest- 
ment. Advisers Act of 1940. 

(H.R. 2480, H.R. 2481, H.R. 2482, H.R. 5001, and H.R. 5002, and 
Department reports are as follows :) 


(H.R. 2480, 86th Cong., 1st sess.] 


A BILL To amend certain provisions of the Securities Exchange Act of 1934, as amended 


Be it enacted by the Senate and House of Representatives of the United 
States of America in Congress assembled, That paragraph (3) of section 3(a) 
of the Securities Exchange Act of 1934, as amended, is amended to read as 
follows: 

“(3) The term ‘member’ when used with respect to an exchange means any 
firm, organization, corporation or other person permitted either to effect trans- 
actions on the exchange without the services of another person acting as 
broker, or to make use of the facilities of an exchange for transactions thereon 
without payment of a commission or fee or with the payment of a commission 
or fee which is less than that charged the general public, and any general 
partner, officer, or director of any such firm, organization, corporation, or other 
person.” 

Sec. 2. Paragraph (16) of section 3(a) of the Securities Exchange Act of 
1934, as amended, is amended by striking out “Alaska,” and “the Philippine 
Islands,”’. 

Sec. 3. Subsection (e) of section 6 of the Securities Exchange Act of 1934, 
as amended, is amended by striking out “thirty” and substituting in lieu thereof 
“ninety”. 

Sec. 4. The introductory paragraph of subsection (c) of section 7 of the Se- 
curities Exchange Act of 1934, as amended, is amended to read as follows: 

“(c) It shall be unlawful for any member of a national securities exchange, 
or any broker or dealer who transacts a business in securities through the me- 
dium of any such member, or any broker or dealer registered pursuant to sec- 
tion 15 of this title, directly or indirectly to extend or maintain credit or arrange 
for the extension or maintenance of credit to or for any customer—” 
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Sec. 5. The introductory paragraph of section 8 of the Securities Exchange 
Act of 1934, as amended, is amended to read as follows: ; 

“Seo. 8. It shall be unlawful for any member of a national securities ex. 
change, or any broker or dealer who transacts a business in securities through 
the medium of any such member, or any broker or dealer registered pusuant to 
section 15 of this title, directly or indirectly—” 

Sec. 6. Subsection (b) of section 8 of the Securities Exchange Act of 1934, as 
amended, is amended to read as follows: ; 

“(b) to effect any transaction in, or to induce or attempt to induce the 
purchase or sale of, any security (other than an exempted security or com. 
mercial paper, bankers’ acceptance or commercial bills) in contravention of 
such rules and regulations as the Commission may prescribe as necessary or 
appropriate in the public interest or for the protection of investors to pro- 
vide safeguards with respect to the financial responsibility of brokers and 
dealers.” 

Sec. 7. Subsection (d) of section 8 of the Securities Exchange Act of 1934, as 
amended, is amended to read as follows: 

“(d) To borrow, lend or hold any securities received or carried for the ac. 
count of any customer, or any securities substituted therefor, in contravention 
of such rules and regulations as the Commission may prescribe as necessary or 
appropriate in the public interest or for the protection of investors to provide 
safeguards with respect to securities carried for the accounts of customers.” 

Sec. 8. Clauses (B) and (C) of paragraph (1) of section 9(a) of the Securities 
Exchange Act of 1934, as amended, are amended by striking out the words “of 
substantially the same size’. 

Sec. 9. Paragraphs (2) and (6) of section 9(a) of the Securities Exchange 
Act of 1934, as amended, are amended by striking out “a series of” and inserting 
in lieu thereof ‘one or more”. 

Sec. 10. Subsection (b) of section 10 of the Securities Exchange Act of 1934, 
as amended, is amended to read as follows: 

“(b) To use or employ, in connection with the purchase or sale of, or any 
attempt to purchase or sell, any security registered on a national securities ex- 
change or any security not so registered, any manipulative or deceptive device 
or contrivance in contravention of such rules and regulations as the Commission 
may prescribe as necessary or appropriate in the public interest or for the pro- 
tection of investors.” 

Sec. 11. Subsection (d) of section 11 of the Securities Exchange Act of 1934, 
as amended, is amended to read as follows: 

“(d) It shall be unlawful for a member of a national securities exchange, or 
any broker or dealer who transacts a business in securities through the medium 
of a member, or any broker or dealer registered pursuant to section 15 of this 
title, to effect (1) any tansaction in connection with which, directly or indirectly, 
he extends or maintains or arranges for the extension or maintenance of credit 
to or for a customer on any security (other than an exempted security) which 
was a part of a new issue in the distribution of which he participated as a mem- 
ber of a selling syndicate or group within thirty days prior to such transaction: 
Provided, That credit shall not be deemed extended by reason of a bona fide 
delayed delivery of any such security against full payment of the entire purchase 
price thereof upon such delivery within thirty-five days after such purchase, or 
(2) any transaction with respect to any security (other than an exempted se- 
curity) unless, if the transaction is with a customer, he discloses to such customer 
in writing at or before the completion of the transaction whether he is acting 
as a dealer for his own account, as a broker for such customer, or as a broker 
for some other person.” 

Sec. 12. Subsection (b) of section 14 of the Securities Exchange Act of 1934, 
as amended, is amended to read as follows: 

“(b) It shall be unlawful for any member of a national securities exchange, 
or any broker or dealer who transacts a business in securities through the me- 
dium of any such member, or any broker or dealer registered pusuant to section 
15 of this title, to give a proxy, consent, or authorization in respect of any se- 
curity registered on a national securities exchange and carried for the account 
of a.customer in contravention of such rules and regulations as the Commission 


may prescribe as necssary or appropriate in the public interest or for the pro- 
tection of investors.” 
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Sec. 13. The fourth paragraph of section 15(b) of the Securities Exchange 

act of 1984, as amended, is amended to read as follows: 
' “The Commission shall, after appropriate notice and opportunity for hearing, 
py order deny registration to, or suspend for a period not exceeding twelve 
months or revoke the registration of, any broker or dealer if it finds that such 
denial, suspension, or revocation is in the public interest and that (1) such 
proker or dealer whether prior or subsequent to becoming such, or (2) any 
partner, officer, director, or branch manager of such broker or dealer (or any 
person occupying a similar status or performing similar functions), or any person 
directly or indirectly controlling or controlled by such broker or dealer, whether 
prior or subsequent to becoming such, (A) has willfully made or caused to be 
made in any application for registration pursuant to this subsection or in any 
document supplemental thereto or in any proceeding before the Commission with 
respect to registration pursuant to this subsection any statement which was 
at the time and in the light of the circumstances under which it was made 
false or misleading with respect to any material fact; or (B) has been convicted 
within ten years preceding the filing of any such application or at any time 
thereafter of any felony or misdemeanor which the Commission finds (i) 
jnvolves the purchase or sale of any security, or (ii) arises out of the conduct of 
the business of a broker or dealer or investment adviser, or (iii) involves 
embezzlement, fraudulent conversion, or misappropriation of funds, securities, 
or other property, or (iv) involves a violation of section 1341, 1342, or 1343 
of title 18, United States Code, as heretofore or hereafter amended; or (C) is 
permanently or temporarily enjoined by order, judgment or decree of any court 
of competent jurisdiction from engaging in or continuing any conduct or practice 
in connection with the purchase or sale of any security or arising out of the 
conduct of the business of a broker or dealer or investment adviser; or (D) has 
willfully violated any provision of the Securities Act of 1933 or the Investment 
Advisers Act of 1940, or of this title, as any of such statutes heretofore have 
been or hereafter may be amended, or of any rule or regulation thereunder. 
Pending final determination whether any such registration shall be denied, the 
Commission may by order postpone the effective date of such registration for a 
period not to exceed ninety days, but if, after appropriate notice and opportunity 
for hearing, it shall appear to the Commission to be necessary or appropriate 
in the public interest or for the protection of investors to postpone the effective 
date of such registration until final determination, the Commission shall so 
order. Pending final determination whether any such registration shall be 
revoked, the Commission shall by order suspend such registration if, after ap- 
propriate notice and opportunity for hearing, such suspension shall appear to 
the Commission to be necessary or appropriate in the public interest or for the 
protection of investors. Any registered broker or dealer may, upon such terms 
and conditions as the Commission may deem necessary in the public interest 
or for the protection of investors, withdraw from registration by filing a written 
notice of withdrawal with the Commission. An application for registration may 
be withdrawn only with the consent of the Commission if the request to withdraw 
such application is received by the Commission after it has commenced a pro- 
ceeding to deny registration. If the Commission finds that any registered broker 
or dealer, or any broker or dealer for whom an application for registration is 
pending, is no longer in existence or has ceased to do business as a broker or 
dealer, the Commission shall by order cancel the registration or application 
of such broker or dealer.” 

Sec. 14. Paragraph (3) of section 15(c) of the Securities Exchange Act of 
1934, as amended, is amended to read as follows: 

“(3) No broker or dealer shall make use of the mails or of any means or 
instrumentality of interstate commerce to effect any transaction in, or to induce 
or attempt to induce the purchase or sale of, any security (other than an 
exempted security or commercial paper, bankers’ acceptances, or commercial 
bills) on a ‘when issued’ or ‘when distributed’ basis, otherwise than on a 
national securities exchange, in contravention of such rules and regulations 
with respect to ‘when issued’ or ‘when distributed’ trading as the Commission 
may prescribe as necessary or appropriate in the public interest or for the 
protection of investors.” 

Sec. 15. Subsection (c) of section 15 of the Securities Exchange Act of 1934, 
as amended, is amended by adding the following new paragraph: 

“(4) If in its opinion the publie interest and the protection of investors so 
requires, the Commission is authorized summarily to suspend trading, otherwise 
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than on a national securities exchange, in any security (other than an exempted 
security) for one or more periods no one of which shall exceed ten days, N 
broker or dealer shall make use of the mails or of any means or instrumentality 
of interstate commerce to effect any transaction in, or to induce the purchas 
or sale of, any security in which trading is so suspended, otherwise than on 

national securities exchange.” ‘ 

Sec. 16. Subsection (b) (4) of section 15A of the Securities Exchange Ag of 
1934, as amended, is amended by adding the following after the semicolon at the 
end thereof: “in entering any such order, the Commission, association op ex. 
change shall have jurisdiction to determine who was a cause thereof after 
appropriate notice and opportunity for hearing ;” ; 

Sec. 17. Section 15A of the Securities Exchange Act of 1934, as amended 
is amended by adding the following new subsection at the end thereof: 

“(o) If any registered securities association (whether national or affiliated 
shall, pursuant to rules adopted under this section, take any action against ps 
person associated with a member thereof, or prohibit any person from becoming 
associated with a member thereof, such action shall be subject to review by ie 
Commission in the same manner and to the same extent as action againgt a 
member pursuant to subsections (g) and (h) of this section.’ 

Sec. 18. Paragraph (1) of section 19(a) of the Securities Exchange Act of 
1934, as amended, is amended to read as follows: 

“(1) After appropriate notice and opportunity for hearing, by order to gus. 
pend for a period not exceeding twelve months or to withdraw the registration 
of a national securities exchange if the Commission finds (A) that such exchange 
is not so organized as to be able to comply with the provisions of this title and 
the rules and regulations thereunder, or (B) that the rules of such exchange 
are not just and adequate to insure fair dealing and to protect investors, or 
(C) that such exchange has violated any provision of this title or of the rules 
and regulations thereunder or has failed to enforce, so far as is within its 
power, compliance therewith by a member or by an issuer of a security registered 
thereon.” 

Sec.’ 19. Paragraph (2) of subsection (a) of section 19 of the Securities 
Exchange Act of 1934, as amended, is amended to read as follows: 

“(2) After appropriate notice and opportunity for hearing, by order to deny 
to suspend the effective date, to suspend for a period not exceeding twelve 
months, or to withdraw, the registration of a security registered pursuant to 
any provision of this title if the Commission finds that the issuer of such security 
has failed to comply with any provision of this title or of any rule or regulation 
thereunder. If the public interest and the protection of investors so require, 
the Commission may by order temporarily suspend trading in any such security 
on any national securities exchange pending final determination of any pro 
ceeding under this subsection ; upon request of the issuer the Commission shall 
promptly hear and determine whether the public interest and the protection of 
investors require the continuation of such temporary suspension. No broker or 
dealer shall make use of the mails or of any means or instrumentality of inter- 
state commerce to effect any transaction in, or to induce the purchase or gale 
of, any security in which trading is temporarily so suspended, on a national 
securities exchange or otherwise.” 

Sto 20. Paragraph (4) of subsection (a) of section 19 of the Securities 
Exchange Act of 1934, as amended, is amended to read as follows: 

“(4) And if in its opinion the public interest so requires, summarily to suspend 
trading on any national securities exchange in any security registered pursuant 
to any provision of this title, for one or more periods no one of which shall 
exceed ten days, or with the approval of the President, summarily to suspend 
all trading on any national securities exchange for one or more periods no one of 
which shall exceed ninety days. No broker or dealer shall make use of the 
mails or of any means or instrumentality of interstate commerce to effect any 
transaction in, or to induce the purchase or sale of, any security, in which trading 
is so suspended pursuant to any provision of this clause (4), on a national 
securities exchange or otherwise.” 


Sec. 21. The caption of section 20 of the Securities Exchange Act of 1934, 


as amended, is amended to read as follows: 
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“TTABILITIES OF CONTROLLING AND ASSOCIATED PERSONS”. 


gec. 22. Subsection (b) of section 20 of the Securities Exchange Act of 1934, 
as amended, is amended to read as follows: 

“(p) It shall be unlawful for any person indirectly, or through or by means 
of any other person, to do any act or thing which it would be unlawful for 
such person to do directly under the provisions of this title or any rule or regula- 
tion thereunder. It shall be unlawful for any person to aid, abet, counsel, 
command, induce, or procure the violation of any provision of this title or any 
rule or regulation thereunder by any other person. | T hese provisions shall not 
constitute a limitation with respect to the applicability to this title of section 2 
of title 18, United States Code.” ; 9g . 

Sec. 23. Subsection (a) of section 21 of the Securities Exchange Act of 1934, 
as amended, is amended by striking out “has violated or is about to violate and 
inserting in lieu thereof “has violated, is violating or is about to violate’, 

Sec. 24. Subsection (e) of section 21 of the Securities Exchange Act of 1934, 
as amended, is amended to read as follows: 

“(e) Whenever it shall appear to the Commission that any person has en- 
gaged, is engaged or is about to engage in any acts or practices which constitute 
or will constitute a violation of the provisions of this title, or of any rule or 
regulation thereunder, or that any person has failed to comply with the pro- 
yisions of this title, any rule or regulation thereunder or any order of the Com- 
mission made in pursuance thereof or with any undertaking contained in a 
registration statement as provided in subsection (d) of section 15 of this title, 
it may in its discretion bring an action in the proper district court of the United 
States, or the proper United States court of any Territory or other place subject 
to the jurisdiction of the United States, to enjoin such acts or practices and 
to enforce compliance with this title or any rule, regulation, or order there- 
under. Upon a proper showing that such person has engaged, is engaged, or is 
about to engage in any such act or practice, or that he has failed to comply with 
this title or any such rule, regulation, or order, a permanent or temporary in- 
junction, restraining order, or other order, shall be granted without bond. The 
Commission may transmit such evidence as may be available concerning such 
acts or practices to the Attorney General, who may, in his discretion, institute 
the necessary criminal proceeding under this title.” 

Sec. 25. Subsection (f) of section 21 of the Securities Exchange Act of 1934, 
as amended, is amended to read as follows: 

“(f) In any proceeding under subsection (e), the court, upon application of 
the Commission, may adjudge a broker or dealer a bankrupt if the court finds 
that the broker or dealer is unable to meet his debts as they mature. The 
court shall thereupon appoint a qualified trustee in bankruptcy, who may be 
@ receiver theretofore appointed by the court in the proceedings under subsec- 
tion (e). Thereafter the estate of such broker or dealer shall be administered 
as provided in the Bankruptey Act, as now in effect or as it may hereafter be 
amended. For purposes of adjudging a broker or dealer a bankrupt under this 
subsection, the provisions of section 3 of the Bankruptcy Act shall not apply.” 

Sec. 26. Subsection (a) of section 25 of the Securities Exchange Act of 1934, 
as amended, is amended by striking out “sections 239 and 240 of the Judicial Code, 
as amended (U.S.C., title 28, secs. 346 and 347)” and inserting in lieu thereof 
“section 1254 of title 28, United States Code’”’. 

Sec. 27. Section 27 of the Securities Exchange Act of 1934, as amended, is 
amended by striking out “secs. 128 and 240 of the Judicial Code, as amended, 
U.S.C., title 28, secs. 225 and 347)” and inserting in lieu thereof “sections 1254, 
1291, 1292, and 1293 of title 28, United States Code”. 

Sec. 28. Clause A of section 29(b) of the Securities Exchange Act of 1934, as 
amended, is amended to read as follows: 

“(A) That no contract shall be void by reason of this subsection because of 
any violation of any rule or regulation prescribed pursuant to subsection (b) of 
section 8 or paragraph (2) of subsection (¢c) of section 15 of this title, and ” 

Sec. 29. Subsection (c) of section 32 of the Securities Exchange Act of 1934, 
as amended, is amended by redesignating that subsection as (d) and amending 
it to read as follows: 

“(d) The provisions of this section shall not apply in the case of any violation 
of any rule or regulation prescribed pursuant to subsection (b) of section 8 of 
this title, except a violation which consists of making, or causing to be made, any 
statement in any report or document required to be filed under any such rule or 
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regulation, which statement was at the time and in the light of the circumstan 
under which it was made false or misleading with respect to any materia] fact 
Sec. 30. Section 32 of the Securities Exchange Act of 1934, as amended ; 
amended by adding the following new subsection: Ss 
“(c) Any person who fails to file information, documents, or reports pursua 
to any provision of this title or any rule or regulation adopted by the Comtaieunn 
thereunder, shall forfeit to the United States the sum of $100 for each and dein 
day such failure to file shall continue beyond the time established therefor } 
this title or any rule or regulation adopted by the Commission thereunder . 
beyond such extension of time as may be granted by the Commission. Such 
forfeiture, which shall not be in lieu of any criminal penalty for such failure to 
file which might be deemed to arise under subsection (a) of this section Shall 
be recoverable in a civil suit brought by the Commission in its discretion on behalf 
of the United States.” 
Sec. 31. The Securities Exchange Act of 1934, as amended, is amended by 
adding the following new section: ; 


“LARCENY AND EMBEZZLEMENT 


“Sec. 35. Whoever steals, unlawfully and willfully converts to his own use or 
to the use of another, or embezzles any of the moneys, funds, or securities of or 
entrusted to the custody or care of, any member of a national securities exchange 
any broker or dealer who transacts a business in securities through the medium 
of any such member, or any broker or dealer registered pursuant to section 15 of 
this title, shall be deemed guilty of a crime, and upon conviction thereof shal] be 
subject to the penalties provided in section 32 of this title.” 


[H.R. 2481, 86th Cong., 1st sess.] 
A BILL To amend certain provisions of the Investment Company Act of 1940, as amended 


Be it enacted by the Senate and House of Representatives of the United 
States of America in Congress assembled, That paragraph (1) of subsection (a) 
of section 2 of the Investment Company Act of 1940, as amended, is amended 
to read as follows: 

(1) ‘Advisory board’ means a board, committee, or group, whether elected or 
appointed, which is distinct from the board of directors or board of trustees, 
of an investment company, whether or not the functions of such board are such 
as to render its members ‘directors’ within the definition of that term, which 
board has advisory functions as to investments but has no power to determine 
that any security or other investment shall be purchased or sold by such com- 
pany, but shall not include a board, committee, or group composed solely of 
directors, officers, and employees of such company and investment advisers and 
officers, directors, partners, or employees of any investment adviser of such 
company, or any of them.” 

Sec. 2. Paragraph (11) of subsection (a) of section 2 of the Investment Com- 
pany act of 1940, as amended, is amended by adding the following new 
paragraph : 

“(11A) ‘Depositor’ means any person who has promoted or is promoting an 
investment company not having a board of directors, or his successor, or who has 
administrative functions relationg to such company, including the power to 
eliminate or substitute portfolio securities under the instrument of organization 
of such company but does not include a person whose functions as a depositor 
have been assumed by a successor, or a trustee or custodian of such company 
designated in accordance with the provisions of Section 26 of this title.” 

Sec. 3. Paragraph (35) of subsection (a) of section 2 of the Investment Com- 
pany Act of 1940, as amended is amended by adding the following new 
paragraph : 

“(35A) ‘Share of stock’ means any security similar in nature to an equity 
security.” 

Sec. 4. Paragraph (37) of subsection (a) of section 2 of the Investment 
Company Act of 1940, as amended, is amended by striking out “Alaska,” and 
“the Philippine Islands,”’. 

Sec. 5. Paragraph (7) of subsection (c) of section 3 of the Investment Com- 


pany Act of 1940, as amended, is amended to read as follows: 
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«(7) Any company substantially all of whose business, directly or through 
majority-owned subsidiaries, consists of one or more of the businesses described 
jn paragraphs (3), (5), and (6), or one or more of such businesses (from 
which not less than 25 per centum of such company’s gross income during its 
jast fiscal year was derived) together with an additional business or businesses 
other than investing, reinvesting, owning, holding, or trading in securities : 
provided, That if such company or any majority-owned subsidiary is engaged 
ijn one or more of the businesses described in paragraph (6), such company or 
subsidiary is not engaged in the business of issuing face-amount certificates 
of the installment type or periodic payment plan certificates. ; 

Sec. 6. Paragraph (8) of subsection (c) of section 3 of the Investment Com- 
pany Act of 1940, as amended, is amended to read as follows: 

“(8) Any company 90 per centum or more of the value of whose investment 
securities are represented by securities of a single issuer included within a 
class of persons enumerated in paragraphs (3), (5), (6), or (7), which issuer 
js controlled by such company within the meaning of section 2(a) (9). 

Sec. 7. Subsection (c)(9) of section 3 of the Investment Company Act of 
1940, as amended, is amended to read as follows: ; 

“(9) Any company (A) which is subject to regulation under the Interstate 
Commerce Act : Provided, That this exception shall not apply to a company which 
the Commission finds and by order declares to be primarily engaged, directly or 
indirectly, in the business of investing, reinvesting, owning, holding, or trading 
in securities; or (B) whose entire outstanding stock is owned or controlled by 
a company excepted under clause (A) hereof: Provided, That the assets of the 
controlled company consist substantially of securities issued by companies which 
are subject to regulation under the Interstate Commerce Act.” 

Sec. 8. Paragraph (10) of subsection (c) of section 3 of the Investment Com- 
pany Act of 1940, as amended, is amended to read as follows: 

“(10) Any company with a registration in effect as a holding company under 
the Public Utility Holding Company Act of 1935: Provided, That such registered 
company has not been exempted pursuant to section 3 of that Act.” 

Sec. 9. Paragraph (138) of subsection (c) of section 3 of the Investment Com- 
pany Act of 1940, as amended, is amended by striking out “conditions of section 
165 of the Internal Revenue Code, as amended” and inserting in lieu thereof 
“requirements of section 401 of the Internal Revenue Code of 1954, as amended.” 

Sec. 10. Paragraph (1) of subsection (b) of section 5 of the Investment Com- 
pany Act of 1940, as amended, is amended to read as follows: 

“(1) ‘Diversified company’ means a management company which meets the 
following requirements: At least 75 per centum of the value of its total assets is 
represented by cash and cash items (including receivables), Government securi- 
ties, securities of other diversified investment companies, and other securities for 
the purposes of this calculation limited in respect of any one issuer to an amount 
not greater in value than 5 per centum of the value of the total assets of such 
management company and to not more than 10 per centum of the outstanding 
voting securities of such issuer.” 

Sec. 11. Paragraph (1) of subsection (a) of section 6 of the Investment Com- 
pany Act of 1940, as amended, is amended by striking out “Alaska,” and “the 
Philippine Islands,’’. 

Sec. 12. Paragraph (2) of subsection (b) of section 8 of the Investment Com- 
pany Act of 1940, as amended, is amended to read as follows: 

“(2) a recital of the investment policy of the registrant, which may, if it de- 
sires, make appropriate reservations of freedom of action for the protection of 
investors, in respect of (A) the extent to which it intends generally to invest in 
bonds or other obligations, preferred stocks, common stocks, or any one or more 
of any class or type of securities: (B) objectives as to income, preservation of 
capital or capital appreciation, if registrant represents that it will place em- 
phasis on any one or more of such objectives; (C) the extent of investments to 
be made in issuers operating in particular geographical areas, if registrant repre- 
sents that its investments will be so limited; (D) investment in companies for 
the purpose of exercising control or management; and (E) matters, not enumer- 
ated above or in paragraph (1), which the registrant deems matters of funda- 
mental policy and elects to treat as such:”. 

Sec. 13. Subsection (a) of section 10 of the Investment Company Act of 1940, 
as amended, is amended to read as follows: 

“Sec. 10. (A) After one year from the effective date of this title, no registered 
investment company shall have a board of directors more than 60 per centum of 
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the members of which are persons who are investment advisers of, affiliated 
persons or stockholders of an investment adviser of, or officers or employees 9 
such registered company or who are principal underwriters of, or persons con- 
trolling such registered company, investment adviser or underwriter, or affiliated 
persons of such underwriters or affiliated persons (other than solely as directors) 
of controlling or controlled persons of such registered company, investment ad- 
viser or underwriter, or shall have a board of directors more than 80 per centym 
of the members of which are the persons mentioned above and regular brokers of 
the company or affiiliated persons of such brokers.” 

Sec. 14. Subsection (f) of section 10 of the Investment Company Act of 1940, 
as amended, is amended to read as follows. : 

“(f) No registered investment company shall knowingly purchase or other. 
wise acquire, during the existence of any underwriting or selling syndicate, any 
security (except a security of which such company is the issuer) a principal 
underwriter of which is an officer, director, member of an advisory board, 
investment adviser, or employee of such registered company, or is a_ person 
(other than a company of the character described in section 12(d) (3) (A) anq 
(B), voting securities of which are owned by such registered company) of 
which any such officer, director, member of an advisory board, investment 
adviser, or employee is an affiliated person, unless in acquiring such security 
such registered company is itself acting as a principal underwriter for the 
issuer. The Commission, by rules and regulations upon its own motion or by 
order upon application, may conditionally or unconditionally exempt any trans. 
action or classes of transactions from any of the provisions of this subsection, 
if and to the extent that such exemption is consistent with the protection of 
investors.” 

Seo. 15. Subsection (h) of section 10 of the Investment Company Act of 1940, 
as amended, is amended to read as follows: 

“(h) In the case of a registered management company which is an unin- 
corporated company not having a board of directors, the provisions of this 
section shall apply as follows: 

“(1) the provisions of subsection (a), as modified by subsection (e), shall 
apply to the board of directors of the depositor of such company: Provided, 
That where the depositor acts as investment adviser to such company, a person 
who is an affiliated person of the depositor only by reason of being a director 
thereof shall not thereby be considered to be an affiliated person of an investment 
adviser of such company for the purposes of this subsection; 

(2) the provisions of subsections (b) and (c), as modified by subsection 
(e), shall apply to the board of directors of the depositor and of every investment 
adviser of such company : Provided, That where the depositor acts as a principal 
underwriter of securities issued by such company, a person who is an affiliated 
person of the depositor only by reason of being a director thereof shall not 
thereby be considered to be an affiliated person of a principal underwriter of 
such company for the purposes of this subsection: and 

“(3) the provisions of subsection (f) shall apply to purchases and other 
acquisitions for the account of such company of securities a principal under- 
writer of which is the depositor or an investment adviser of such company, or 
an affiliated person of such depositor or investment adviser.” 

Sec. 16. Paragraph (3) of subsection (a) of section 13 of the Investment 
Company Act of 1940, as amended, is amended to read as follows: 

“(3) Deviate from its policy in respect of concentration of investments in any 
particular industry or group of industries as recited in its registration state 
ment, or deviate from any investment policy or any other fundamental policy 
recited in its registration statement pursuant to section 8(b) (2); or” 

Sec. 17. Subsection (a) of section 17 of the Investment Company Act of 1940, 
as amended, is amended by striking out the clause: “(other than a company of 
the character described in section 12(d) (3) (A) and (B) ).” 

Sec. 18. Subsection (ce) of section 17 of the Investment Company Act of 1940, 
as amended, is amended to read as follows: 

“(c) Notwithstanding subsection (a)— 

(1) a person may, in the ordinary course of business sell to or purchase 
from any company merchandise or may enter into a lessor-lease relation- 
ship with any person and furnish the services incident thereto; 

(2) a company described in section 12(d)(3)(A) and (B) may pur- 
chase from and sell securities or other property to the registered invest- 
ment company or companies which own its voting securities or may borrow 
money or other property from such registered company or companies.” 
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Sec. 19. Subsection (d) of section 17 of the Investment Company. Act of: 1940, 
as amended, is amended to read as follows a 

#(d) It shall be unlawful for any affiliated person of or principal. under, 
writer for a registered investment company, or any affiliated person of such a 

rson or principal underwriter, acting as principal to effect any transaction in 
which such registered company, or a company controlled by such registered com- 
pany, is a joint or a joint and several participant with such person, principal 
underwriter, or affiliated person, in contravention of such rules and regulations 
as the Commission may prescribe for the purpose of limiting or preventing 
participation by such registered or controlled company on a basis different 
from or less advantageous than that of such other participant. Nothing con- 
tained in this subsection shall be deemed to preclude any affiliated person from 
acting as Manager of any underwriting syndicate or other group in which such 
registered or controlled company is a participant and receiving compensation 
therefor; nor shall it preclude a company described in section 12(d) (3) (A) 
and (B) from effecting any transaction because of the joint or joint and several 
participation of the registered investment company or companies which own 
its voting securities.” 

Sec. 20. Subsection (f) of section 17 of the Investment Company Act of 1940, 
as amended, is amended to read as follows: 

“(f) Every registered management company shall place and maintain its 
securities and similar investment in the custody of (1) a bank or banks having 
the qualifications prescribed in paragraph (1) of section 26(a) for the trustees 
of unit investment trusts; or (2) a company which is a member of a national 
securities exchange as defined in the Securities Exchange Act of 1934, subject 
to such rules and regulations as the Commission may from time to time pre~ 
scribe for the protection of investors; or (3) such registered company, but 
only in accordance with such rules and regulations or orders as the Commission 
may from time to time prescribe for the protection of investors, Rules, regula- 
tions, and orders of the Commission under this subsection, among other things, 
may make appropriate provision with respect to such matters as the earmark; 
ing, segregation, and hypothecation of such securities and investments, and 
may provide for or require periodic or other inspections by any or all of the 
following: Independent public accountants, employees, and agents of the Com- 
mission, and such other persons as the Commission may designate. No such 
member which trades in securities for its own account may act as eustodian 
except in accordance with rules and regulations prescribed by the Commission 
for the protection of investors. If a registered company maintains its securities 
and. similar investments in the custody of a qualified bank or banks, the cash 
proceeds from the sale of such securities and similar investments and other 
cash assets of the company shall likewise be kept in the custody of such a 
bank or banks: Provided, That such a registered company may maintain an 
operating account in a qualified bank or banks which the balance of such account 
or the aggregate balances of such accounts at no time in excess of the amount 
of the fidelity bond, pursuant to section 17(g) of the act, covering the officers 
or employees authorized te draw on such account or accounts.” 

Sec. 21. Paragraph (2) of subsection (f) of section 18 of the Investment 
Company Act of 1940, as amended, is amended to read as follows: 

*(2) ‘Senior security’ shall not, in the case of a registered open-end company, 
include a class or classes or a number of series of preferred or special stock 
each of which is preferred over all other classes or series in respect of assets 
specifically allocated to that class or series: Provided, (A) that such company 
has outstanding no class or series of stock which is not so preferred over all 
other classes or series; or (B) that the only other outstanding class of the 
issuer’s stock consists of a common stock upon which no dividend (other than 
a liquidating dividend) is permitted to be paid and which in the aggregate 
represents not more than one-half of 1. per centum of the issuer’s outstanding 
voting securities; and (C) that such company files a recital of policy in respect 
of each class or series in accordance with the provisions of section 8(b) (1) and 
(2). of this title. Notwithstanding the provisions of section 13(a), a change 
or deviation in policy in respect of any class or series of preferred or special 
stock shall be authorized solely by the vote of the holders of a majority of the 
stock of each such class or series. 

Sec. 22. Subsection (d) of section 20 of the Investment Company Act of 1940, 
as amended, is amended to read as follows: 
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“(d) If on the effective date of this title cross-ownership or circ 
ship exists between a registered investment company and any 
or companies, it shall be the duty of such registered company, within five 
after such effective date, to eliminate such cross-ownership or Circular cue 
ship. If at any time after the effective date of this title cross-ownershi wet 
circular ownership between a registered investment company and any ps 
company or companies comes into existence upon the purchase by a registered 
investment company of the securities of another company or upon the purch 
by a company controlled by the registered investment company of the securitic 
of such registered company or another company, it shall be the duty to ae 
registered company, within one year after it first knows of the existence ra 
such cross-ownership or circular ownership, to eliminate the same.” di 

Sec. 23. Subsection (b) of section 23 of the Investment Company Act of 1940, 
as amended, is amended to read as follows: ; 2 

“(b) No registered closed-end company shall sell any common stock of which 
it is the issuer at a price below the current net asset value of such stock exclu 
sive of any distributing commission or discount (which net asset value shall be 
determined as of a time within forty-eight hours, excluding Sundays and 
holidays, next preceding the time of such determination), except (1) in connec. 
tion with an offering to the holders of one or more classes of its capital stock: 
(2) with the consent of the holders of a majority of its common stock; (3) upon 
conversion of a convertible security -in accordance with its terms; (4) upon 
the exercise of any warrant outstanding on the date of enactment of this Act 
or issued in accordance with the provisions of section 18(d) ; or (5) under such 
other circumstances as the Commission may permit by rules and regulations or 
orders for the protection of investors.” 

Sec. 24. Subsection (b) of section 28 of the Investment Company Act of 
1940, as amended, is amended to read as follows: 

“(b)(1) It shall be unlawful for any registered face-amount certificate 
company to issue or sell any face-amount certificate, or to collect or accept any 
payment on any such certificate issued by such company on or after the effective 
date of this title, unless such company has, in cash or qualified investments, 
assets having a value not less than the aggregate amount of the capital stock 
requirement and certificate reserves as computed under the provisions of sub- 
section (a) hereof. As used in this subsection, ‘qualified investments’ means 
investments of a kind which life insurance companies are permitted to invest in 
or hold under the provisions of the Code of the District of Columbia as hereto- 
fore or hereafter amended, and such other investments as the Commission shall 
by rule, regulation, or order authorize as qualified investments. Such invest- 
ments shall be valued in accordance with the provisions of said code where such 
provisions are applicable. Investments te which such provisions do not apply 
shall be valued in accordance with such rules, regulations, or orders as the 
Commission shall prescribe for the protection of investors. 

“(2) The assets which such company is required to have under paragraph (1) 
of this subsection in an amount equal to the certificate reserves required under 
subsection (a) hereof shall not include at any time: 

“(A) preferred stocks, or similar senior securities which are stocks, in an 
amount more than 25 per centum of the certificate reserves ; and 

“(B) common stocks, or similar equity securities, in an amount more than 
the aggregate of 

“(i) 10 per centum of the certificate reserves; plus 
“(ii) an amount equal to 100 per centum of that portion of the stock- 
holders’ equity in the company which is represented by assets consisting of 
cash or qualified investments; plus 
“(iii) an amount equal to 100 per centum of that portion of the stock- 
holders’ equity in the company which is represented by assets consisting of 
“ash, or qualified investments other than common stocks or similar equity 
securities ; 
Provided, however, That where the company has outstanding separate series 
of certificates and the assets applicable to the reserve requirements of one or 
more of such series are maintained separately, then the limitations in (A) and 
(B) (i) above shall be computed separately on the basis of the required cer- 
tificate reserves for the outstanding certificates in each series or group of series 
for which assets are maintained separately: and the permissible amounts 
computed pursuant to the limitations stated in (B) (ii) and (B) (iii) above 
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shall be allocated in accordance with the company’s discretion but in no event 
shall the aggregate amount of common stocks, or similar equity securities, 
exceed 30 per centum of the required assets for each series or group of series 
for which assets are maintained separately. There shall be no limitation as to 
the type of securities in which assets in an amount equal to the minimum capital 
stock requirement are invested, other than the requirement of paragraph (1) 
of this subsection as to qualified investments. As used in this subsection stock- 
holders’ equity’ means the amount of the company sS assets less the amount of 
the indebtedness of the company and its certifieate and other reserves. 

Sec. 25. Subsection (a) of section 43 of the Investment Company Act of 1940, 
as amended, is amended by striking out “sections 239 and 240 of the Judicial 
Code, as amended” and inserting in lieu thereof “section 1254 of title 28, United 
States Code.” ; 

Sec. 26. Section 44 of the Investment Company Act of 1940, as amended, is 
amended by striking out “sections 128 and 240 of the Judicial Code, as amended, 
and section 7, as amended, of the Act entitled ‘An Act to establish a court of 
appeals for the District of Columbia’, approved February 9, 1893”, and inserting 
in lieu thereof “sections 1254, 1291, 1292, and 1293 of title 28, United States Code. 

Sec. 27. This Act shall become effective upon its enactment: Provided, how- 
ever, That, as to companies which were registered prior to that time, the ef- 
fective date of the amendments to sections 5, 8(b)(2), and 18(f)(2) shall 
be six months thereafter. The provisions of section 28 (b) (2) shall not apply 
to any series or group of series of face-amount certificates which were reg- 
istered under the Securities Act of 1933 prior to the enactment of section 28 
(b)(2) in any case where the registered face-amount certificate company has 
outstanding separate series of face-amount certificates and the assets applicable 
to the reserve requirements of such series are maintained separately. 





[H.R. 2482, 86th Cong., 1st sess.] 
A BILL To amend certain provisions of the Investment Advisers Act of 1940, as amended 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That paragraph (18) of section 202(a) of 
the Investment Advisers Act of 1940, as amended, is amended by striking out 
“Alaska,” and “the Philippine Islands,” 

Sec. 2. Clause (F) of paragraph (1) of section 203(c) of the Investment 
Advisers Act of 1940, as amended, is amended to read as follows: 

“(F) whether such investment adviser, any partner, officer, director, or person 
performing similar functions, or any person directly or indirectly controlling or 
controlled by such investment adviser, is subject to any disqualification which 
would be a basis for denial, suspension, or revocation of registration of such 
investment adviser under the provisions of subsection (d), and” 

Sec. 3. Subsection (d) of section 203 of the Investment Advisers Act of 1940, 
as amended, is amended to read as follows: 

“(d) The Commission shall, after appropriate notice and opportunity for hear- 
ing, by order deny registration or suspend for a period not exceeding twelve 
months or revoke the registration of an investment adviser, if it finds that such 
denial, suspension, or revocation is in the public interest and that (1) such invest- 
ment adviser, whether prior or subsequent to becoming such, or (2) any partner, 
officer, or director (or any person performing similar functions), or any person 
directly or indirectly controlling or controlled by such investment adviser, whether 
prior or subsequent to becoming such (A) has willfully made or caused to be 
made in any application for registration or report filed with the Commission under 
this title, or in any proceeding before the Commission with respect to registration, 
any statement which was at the time and in the light of the circumstances under 
which it was made false or misleading with respect to any material fact, or who 
has omitted to state in any such application or report any material fact which is 
required to be stated therein; or (B) has been convicted within ten years pre- 
ceding the filing of the application or at any time thereafter of any felony or 
misdemeanor which the Commission finds (i) involves the purchase or sale of any 
security, (ii) arises out of the conduct of the business of a broker, dealer, or 
investment adviser, (iii) involves embezzlement, fraudulent conversion, or mis- 
appropriation of funds or securities, or (iv) involves the violation of section 1341, 
1342, or 1348 of title 18, United States Code, as heretofore or hereafter amended : 
or (C) is permanently or temporarily enjoined by order, judgment, or decree of 
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any court of competent jurisdiction from acting as an investment adviser, under. 
writer, broke, or dealer, or as an affiliated person or employee of any investment 
company, bank, or insurance company, or from engaging in or continuing any 
conduct or practice in connection with any such activity, or in connection with the 
purchase or sale of any security; or (D) has willfully violated any Provision of 
the Securities Act of 1933, or of the Securities Exchange Act of 1934, or of this 
title, as any of such statutes heretofore have been or hereafter may be amended 
or of any rule or regulation under any of such statutes.” : 

Sec. 4. Subsection (e) of section 203 of the Investment Advisers Act of 1940 
as amended, is amended to read as follows: . 

*“(e) The commencement of a proceeding to deny registration under this 
section shall operate to postpone the effective date of registration for a period 
of ninety days, or until final determination whether such registration shalj be 
denied if that determination is made within such ninety-day period; but js 
after appropriate notice and opportunity for hearing, it shall appear to the 
Commission to be necessary or appropriate in the public interest or for the 
protection of investors to postpone the effective date of such registration beyonq 
such ninety-day period and until final determination of whether such registra. 
tion shall be denied, the Commission shall so order.” 

Sec. 5. Subsection (g) of section 203 of the Investment Advisers Act of 1949 
as amended, is amended to read as follows: ' 

“(g) Any person registered under this section may, upon such terms ang 
conditions as the Commission finds necessary in the public interest or for the 
protection of investors, withdraw from registration by filing a written notig 
of withdrawal with the Commission. An application for registration under this 
section may be withdrawn only with the consent of the Commission if the re. 
quest to withdraw such application is received by the Commission after it has 
commenced a proceeding to deny registration. If the Commission finds that any 
person registered under this section, or Who has pending an application for 
registration filed under this section, is no longer in existence or is not engaged 
in business as an investment adviser, the Commission shall by order cancel 
the registration of such person.” 

Sec. 6. Section 204 of the Investment Advisers Act of 1940, as amended, is 
amended to read as follows: 

“Sec, 204. Every investment adviser who makes use of the mails or of any 
means or instrumentality of interstate commerce in connection with his or its 
business as an investment adviser (other than one specifically exempted from 
registration pursuant to section 2038(h)), shall make, keep, and preserve for 
such periods, such accounts, correspondence, memorandums, papers, books, and 
ether records, and make such reports, as the Commission by its rules and regu 
lations may prescribe as necessary or appropriate in the public interest or for 
the protection of investors. Such accounts, correspondence, memorandums, 
papers, books, and other records shall be subject at any time or from time to 
time to such reasonable periodic, special, or other examinations by examiners 
or other representatives of the Commission as the Commission may deem neces 
sary or appropriate in the public interest or for the protection of investors.” 

Sec, 7. The introductory paragraph of section 205 of the Investment Advisers 
Act of 1940, as amended, is amended to read as follows: 

“Sec. 205. No investment adviser, unless exempt from registration pursuant 
to section 203(b), shall make use of the mails or any means or instrumentality 
of interstate commerce, directly or indirectly, to enter into, extend, or renew 
any investment advisory contract, or in any way to perform any investment 
advisory contract entered into, extended, or renewed on or after the effective 
date of this title if such contract—” 

See. 8. The introductory paragraph of section 206 of the Investment Advisers 
Act of 1940, as amended, is amended by striking out “registered under section 
203”. 

Sec. 9. Sec. 206 of the Investment Advisers Act of 1940, as amended, is amended 
by adding the following new clause: 

“(4) to engage in any act, practice, or course of business which is fraudulent, 
deceptive, or manipulative. The Commission shall, for the purposes of this 
paragraph (4) by rules and regulations define, and prescribe means reasonably 
designed to prevent, such acts, practices, and courses of business as are fraudv 
lent, deceptive, or manipulative.” 

Sec. 10..The caption of section 208 of the Investment Advisers Act of 140, 
as amended, is amended by striking out “UNLAWFUL REPRESENTATIONS” and it 
serting in lieu thereof “GENERAL PROHIBITIONS”. 
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Spo. 21. Section 208 of the Investment Advisers Act of 1940, as amended, is 

ded by adding the following new subsection : 

“(d) It shall be unlawful for any person indirectly, or through or by any 
other person, to do any act or thing which it would be unlawful for such person 
to do directly under the provisions of this title or any rule or regulation there- 
ynder. It shall be unlawful for any person to aid, abet, counsel, command, 
jnduce, or procure the violation of any provision of this title or any rule or 
regulation thereunder by any other person. These provisions shall not constitute 
a limitation with respect to the applicability to this title of section 2 of title 18, 
United States Code.” aD sak: 

Sec. 12. Subsection (e) of section 209 of the Investment Advisers Act of 1940, 
as amended, is amended by striking out “has engaged or is about to engage” in 
the first and in the second sentences and inserting in lieu thereof “has engaged, 
is engaged or is about to engage”’. 

Src. 18. Subsection (b) of section 210 of the Investment Advisers Act of 1940, 
as amended, is amended to read as follows: 

“(b) Subject to the provisions of subsections (c) and (e), of section 209, 
the Commission, or any member, officer, or employee thereof, shall not make 
public the fact that any examination or investigation under this title is being 
conducted, or the results of or any facts ascertained during any such examina- 
tion or investigation; and no member, officer, or employee of the Commission 
shall disclose to any person other than a member, officer, or employee of the 
Commission any information obtained as a result of any such examination or 
investigation except with the approval of the Commission. The provisions of 
this subsection shall not apply— 

“(1) in the case of any hearing which is public under the provisions of 
section 212; or 
“(2) in the case of a resolution or request from either House of Congress.” 

Sec. 14. Subsection (a) of section 211 of the Investment Advisers Act of 1940, 
as amended, is amended to read as follows: 

“(a) The Commission shall have authority from time to time to make, issue, 
amend, and rescind such rules and regulations and such orders as are necessary 
or appropriate to the exercise of the functions and powers conferred upon the 
Commission elsewhere in this title. For the purpose of its rules or regulations 
the Commission may classify persons and matters within its jurisdiction and 
prescribe different requirements for different classes of persons or matters.” 

Sec. 15. Section 217 of the Investment Advisers Act of 1940, as amended, is 
amended to read as follows: 

“Sec. 217. Any person who willfully violates any provision of this title, or any 
rule, regulation, or order promulgated by the Commission under authority 
thereof, shall, upon conviction, be fined not more than $10,000, imprisoned for 
not more than two years, or both.” 

Sec. 16. The Investment Advisors Act of 1940, as amended, is amended by 
adding the following new section: 


“STATE CONTROL OF INVESTMENT ADVISERS 


“Src. 222. Nothing in this title shall affect the jurisdiction of the securities 
commissioner (or any agency or officer performing like functions) of any State 
over any security or any person insofar as it does not conflict with the provisions 
of this title or the rules and regulations thereunder.” 


(H.R. 5001, 86th Cong., 1st sess.] 
A BILL To amend certain provisions of the Securities Act of 1933, as amended 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That paragraph (5) of section 2 of the Se- 
curities Act of 1933, as amended, is amended by striking out “Federal Trade 
ere. and inserting in lieu thereof “Securities and Exchange Commis- 
sion”, 

Sec. 2. Paragraph (6) of section 2 of the Securities Act of 1933, as amended, 
is amended by striking out “Alaska,” and “the Philippine Islands”. 

Sec. 3, Subsection (b) of section 3 of the Securities Act of 1933, as amended, 
is amended by striking out “$300,000” and inserting in lieu thereof “$500,000”. 

Sec. 4. Subsection (a) of section 9 of the Securities Act of 1933, as amended, 
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is amended by striking out “sections 239 and 240 of the Judicial Coq 
amended (U.S.C., title 28, secs. 346 and 347)” and inserting in lieu thereof “sa, 
tion 1254 of title 28, United States Code’’. 

Sec. 5. Section 12 of the Securities Act of 1933, as amended, is amended ty 
read as follows: 

“Sec. 12(a) Any person who— 

“(1) offers or selis a security in violation of section 5, or 

“(2) offers or sells a security (whether or not exempted by the Provisions 
of section 3, other than paragraph (2) of subsection (a) thereof), by meang of 
a prospectus or oral communication, which includes an untrue statement of a 
material fact or omits to state a material fact necessary in order to make the 
statements, in the light of the circumstances under which they were made 
not misleading (the purchaser not knowing of such untruth or omission), and 
who shall not sustain the burden of proof that he did not know, and in the 
exercise of reasonable care could not have known, of such untruth or omisgioy 
Shall be liable to the person purchasing such security from him, who may sue 
either at law or in equity in any court of competent jurisdiction, to regoye 
the consideration paid for such security with interest thereon, less the amount 
of any income received thereon, upon the tender of such security, or for damages 
if he no longer owns the security: Provided, That the provisions of clause (2) 
of this section shall apply only where the mails or any means or instruments 
of transportation or communication in interstate commerce is used, directly or 
indirectly, in connection with or in furtherance of such offer or sale or any 
related act or transaction. s 

“(b) In case any statement of document filed with the Commission in ¢op. 
nection with any offering of securities pursuant to an exemption under section 
3(b) or section 3(c), on the date of such statement or document, contained ap 
untrue statement of a material fact or omitted to state a material fact required 
by the Commission’s rules and regulations to be stated therein or necessary to 
make the statements therein, in the light of the circumstances under which 
they were made, not misleading, any person (not knowing of such untruth or 
omission) who receives or is shown a copy of such statement or document ip 
connection with a purchase of such securities, or who relies directly or indirectly 
on such untrue statement or omission in connection with such purchase, may, 
either at law or in equity, in any court of competent jurisdiction, sue the issuer, 
any person who signed such statement or document, and any person who made 
or caused to be made such untrue statement or omission therein, to recover 
the consideration paid for such security with interest thereon, less the amount 
of any income received thereon, upon the tender of such security to the person 
sued, or for damages if he no longer owns the security. No person other than 
the issuer shall be liable as provided herein if he shall sustain the burden of 
proof that he acted in good faith and did not know of the untruth or omission 
on which the action is based. Every person who becomes liable to make pay- 
ment under this subsection may recover contribution as in cases of contract 
from any person who if sued separately would have been liable to make the 
same payment, unless the person who has become liable was primarily at fault.” 

Sec. 6. Section 13 of the Securities Act of 1933, as amended, is amended to 
read as follows: 

“Sec. 13. No action shall be maintained to enforce any liability created under 
section 11, section 12(a) (2) or section 12(b) unless brought within one year 
after the discovery of the untrue statement or the omission, or after such dis- 
covery should have been made by the exercise of reasonable diligence, or, if 
the action is to enforce a liability created under section 12(a) (1), unless brought 
within one after the violation upon which it is based. In no event shall any 
such action be brought to enforce a liability created under section 11, section 
12(a) (1) or section 12(b) more than three years after the security was bona 
fide offered to the public, or under section 12(a) (2) more than three years after 
the sale.” 

Sec. 7. Subsection (b) of section 20 of the Securities Act of 1933, as amended, 
is amended to read as follows: 

“(b) Whenever it shall appear to the Commission that any person has en- 
gaged, is engaged, or is about to engage in any acts or practices constituting 
a violation of the provisions of this title, or of any rule or regulation prescribed 
under authority thereof, or that any person has failed to comply with the 
provisions of this title, any rule or regulation prescribed under authority thereof, 
or any order of the Commission made in pursuance thereof, it may in its discre 
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tion, bring an action in any district court of the United States, United States 
court of any Territory, or the I nited States District Court for the District of 
Columbia to enjoin such acts or practices, and to enforce compliance with this 
title or any such rule, regulation, or order. Upon a proper showing that such 
person has engaged, is engaged or is about to engage in any such act or practice, 
or that he has failed to comply with this title or any such rule, regulation, or 
order, a permanent or temporary injunction, restraining order, or other order 
shall be granted without bond. The Commission may transmit such evidence 
as may be available concerning such acts or practices to the Attorney General 
who may, in his discretion, institute the necessary criminal proceedings under 
this title. Any such criminal proceeding may be brought either in the district 
wherein the transmittal of the prospectus or security complained of begins, or 
in the district wherein such prospectus or security is received.” 

Sec. 8. Subsection (c) of section 20 of the Securities Act of 1933, as amended, 
js repealed. 

Sec. 9. Subsection (a) of section 22 of the Securities Act of 1933, as amended, 
js amended by striking out “sections 128 and 240 of the Judicial Code, as 
amended (U.S.C., title 28, sees. 225 and 347)” and inserting in lieu thereof “sec- 
tions 1254, 1291, 1292, and 1293 of title 28, United States Code”. 

Sec. 10. Section 24 of the Securities Act of 1933, as amended, is amended 
to read as follows: 

“Sec, 24. Any person who willfully violates any of the provisions of this title, 
or the rules and regulations promulgated by the Commission under authority 
thereof, or any person who willfully, in a registration statement, application, 
report, or document filed under this title or any rule or regulation thereunder, 
makes any untrue statement of a material fact or omits to state any material 
fact required to be stated therein or necessary to make the statements therein 
not misleading, shall upon conviction be fined not more than $5,000 or imprisoned 
not more than five years, or both.” 

Sec. 11. The Securities Act of 1933, as amended, is amended by adding the 
following new section: 

“ASSOCIATED PERSONS 


“Sec, 29. It shall be unlawful for any person indirectly, or through or by 
means of any other person, to do any act or thing which it would be unlawful 
for such person to do directly under the provisions of this title or any rule or 
regulation thereunder. It shall be unlawful for any person to aid, abet, counsel, 
comand, induce, or procure the violation of any provision of this title or any 
rule or regulation thereunder by any other person. These provisions shall not 
constitute a limitation with respect to the applicability to this title of section 2 of 
title 18, United States Code.” 


[H.R. 5002, 86th Cong., Ist sess. ] 


A BILL To amend certain provisions of the Trust Indenture Act of 1939, as amended 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That paragraph (8) of section 304(a) of 
the Trust Indenture Act of 1939, as amended, is amended by striking out 
“250,000” and inserting in lieu thereof “500,000.” 

Sec. 2. Subsection (c) of section 304 of the Trust Indenture Act of 1939, as 
amended, is amended to read as follows: 

“(¢) The Commission shall, on application by the issuer and after opportunity 
for hearing thereon, by order exempt from any one or more provisions of this 
title any security issued or proposed to be issued under any indenture under 
which, at the time such application is filed, securities referred to in paragraph 
(3) of subsection (a) of this section are outstanding or on January 1, 1959, such 
securities were outstanding, if and to the extent that the Commission finds that 
compliance with such provision or provisions, through the execution of a sup- 
plemental indenture or otherwise- 

“(1) would require, by reason of the provisions of such indenture, or the pro- 
visions of any other indenture or agreement made prior to the enactment of this 
title, or the provisions of any applicable law, the consent of the holders of 
securities outstanding under any such indenture or agreement: or 

“(2) would impose an undue burden on the issuer, having due regard to the 
public interest and the interests of investors.” 
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Sec. 3. Subsection (b) of section 305 of the Trust Inc 
as amended, is amended to read as follows: : rie 1939, 
“(b) If the Commission finds, after notice given prior to the effective 
of a registration statement and after opportunity for hearing (at a tim bi 
by the Commission) within fifteen days after such notice, that— | af 
“(1) the security to which such registration, statement rela 
oes “ed is mt to be issued under an indenture; 
“(2) such indenture does not conform to th i 
310 to 318, inclusive; or Tarr Mees aT nts bes Tee 
“(3) any person designated as trustee under such indenture is not eligib) 
to act as such under subsection (a) of section 310 or has any conflict; : 
interest as defined in subsection (b) of section 310; ; M8 
the Commission shall issue an order refusing to permit the registration stateme 
to become effective until the objections on which such order is based have tae 
met. If and when the Commission deems that such objections have been sae 
the Commission shall so declare and the registration statement shall becom 
effective at the time provided in subsection (a) of section 8 of the Securities 
Act of 1933, or upon the date of such declaration, whichever date is the later” 
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EXECUTIVE OFFICE OF THE PRESIDENT, 
BUREAU OF THE BUDGET, 
Washington, D.C., April 2, 1959. 
Hon. OREN HARRIS, 
Chairman, Committee on Interstate and Foreign Commerce, House of 
Representatives, House Office Building, Washington, D.C. 


My Dear Mr. CHarRMAN: This is in reply to your recent letters requesting 
the views of the Bureau of the Budget on the following bills: 

H.R. 2480, to amend certain provisions of the Securities Exchange Act of 
1934, as amended. 

H.R. 2481, to amend certain provisions of the Investment Company Act of 
1940, as amended. 

H.R. 2482, to amend certain provisions of the Investment Advisers Act of 
1940, as amended. 

H.R. 2483 and H.R. 5002, to amend certain provisions of the Trust Indenture 
Act of 1939, as amended. 

H.R. 2488 and H.R. 5001, to amend certain provisions of the Securities Act 
of 1933, as amended. 

The Bureau of the Budget would have no objection to the enactment of these 
bills. We understand that H.R. 5001 and H.R. 5002 are substitutes for 
H.R. 2488 and H.R. 2483, respectively. 

Sincerely yours, 
PHILuir S. HvuGHEs, 
Assistant Director for Legislative Reference. 





DEPARTMENT OF JUSTICE, 
OFFICE OF THE DEPUTY ATTORNEY GENERAL, 
Washington, D.C., April 8, 1959, 
Hon, OREN HARRIS, 
Chairman, Committee on Interstate and Foreign Commerce, 
House of Representatives, Washington, D.C. 


Dear Mr. CHAIRMAN: This is in response to your request for the views of the 
Department of Justice concerning the bill (H.R. 2480) “To amend certain pro- 
visions of the Securities Exchange Act of 1934, as amended.” 

The bill would amend the Securities Exchange Act of 1934 in order to regulate, 
in greater detail than presently provided, the conduct of dealers, brokers, and 
members of national securities exchanges in dealings with their customers. The 
bill contains 31 amendments, which, among other things, would authorize the 
Securities and Exchange Commission to suspend trading, otherwise than on a 
national securities exchange, when required in the public interest and for the 
protection of investors; where the public interest and the protection of the 
public so requires, to suspend temporarily trading in a security on a national 
securities exchange pending determination as to whether the issuer of a security 
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nas failed to comply with the act or any regulation; and to penalize by civil 
forfeiture of money the failure to file required information. } 2 

Whether the bill should be enacted involves a question of policy concerning 
which the Department of Justice prefers to make no recommendation. There is 
one provision of the measure, however, which it is believed should receive further 
consideration. : ; x 

Section 30 of the bill would amend section 32, the penal section of the act (15 
S.C. 78ff), by adding a new subsection (¢c) providing for civil penalties in addi- 
tiow to the criminal sanctions prescribed under subsection (a) for the failure of 
any person to file required reports. This provision, however, would include an 
issuer who, under subsection (b) of section 32, is subject to a civil penalty but 
not a criminal penalty for failure to file certain information or reports required 
py'the Act. In order to clarify this matter, it is suggested that the proposed new 
subsection (c) be amended by inserting a comma after the word “person” in the 
first line of the proposed subsection followed by the words “other than an issuer 
as provided in subsection (b) of this section”. 

The Bureau of the Budget has advised that there is no objection to the sub- 
mission of this report. 

Sineerely yours, 
LAWRENCE E. WALSH, 
Deputy Attorney General. 


GOVERNMENT OF THE DISTRICT or COLUMBIA, 
EXECUTIVE OFFICE, 
Washington, D.C., April 3, 1959. 
Hon, OrEN Harris, 
Chairman, Committee on Interstate and Foreign Commerce, 
House of Representatives, 
Washington, D.C. 

Deak Mr. Harris: The Commissioners of the District of Columbia have for 
report H.R. 2481, 86th Congress, a bill to amend certain provisions of the Invest- 
ment Company Act of 1940, as amended. 

The bill amends the Investment Companies Act of 1940, as amended, in order 
to facilitate the carrying out of its provisions by the Securities and Exchange 
Commission. 

The Commissioners have no objection to the enactment of the bill. 

The Commissioners have been advised by the Bureau of the Budget that there 
is no objection on the part of that office to the submission of this report to the 
Congress. 

Yours very sincerely. 
Rosert E. McLAUGHIIN, 
President, Board of Commissioners. 


DEPARTMENT OF JUSTICE, 
OFFICE OF THE DEPUTY ATTORNEY GENERAL, 
Washington, D.C., May 28, 1959. 
Hon. OREN HArrts, 
Chairman, Committee on Interstate and Foreign Commerce, 
House of Representatives, Washington, D.C. 


Deak Mr. CHAIRMAN: This is in response to your requests for the views of 
the Department of Justice relative to the bills (H.R. 2488) to amend certain 
provisions of the Securities Act of 1933, as amended (H.R. 4568) to 
amend subsection (b) of section 3 of the Securities Act of 1933, to increase 
the aggregate amount of securities which the Commission is authorized to 
exempt thereunder from $300,000 to $500,000, and to provide that responsible 
officers or other persons shall be liable in damages on account of untrue state- 
ments or material omissions in statements or documents filed under such sub- 
section as a condition of exemption, (H.R. 5001) to amend certain provisions of 
the Securities Act of 1933, as amended, and (H.R. 5002) to amend certain 
provisions of the Trust Indenture Act of 1939, as amended. 

The subject of this legislation is not a matter for which the Department of 
Justice has primary responsibility, and we prefer to make no recommendation 
as to the enactment of these bills. 
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‘The Bureau of the Budget has advised that there is no objection to the gyp. 
mission of this report. 
Sincerely yours, 
LAWRENCE FE. WALsu, 
Deputy Attorney General, 

Mr. Do.iincer. In transmitting these bills to Chairman Harris 
with the request that they be introduced, the Securities and Exchange 
Commission states that the overall purpose of the proposed amend. 
ments is to strengthen the safeguards and protections afforded to the 
public by the statutes which the Commission administers, 

The Securities Act of 1933, relating to the truthful disclosure of 
information about new security offerings, the Securities Exchan 
Act of 1934 relating to disclosure of information about listed g. 
curities and regulating practices in exchange and over-the-counter 
operations, and succeeding legislation which is administered by the 
Securities and Exchange Commission, represent legislation of which 
the House Committee on Interstate and Foreign Commerce and the 
Congress are justly proud. 

These statutes have gone a long way in the mitigation and elimina. 
tion of undesirable practices in the securities field, in the restoration 
of confidence in the securities markets, and in the protection of the 
investing public. 

Experience in the administration of these acts, however, naturally 
has given rise over the years to various suggestions as to their im- 
provement and their workability, which obviously could not all be 
anticipated at the time of their original enactment. 

A program for revision in the light of such experience was inter- 
rupted by the war. At the instance of the House Committee on 
Interstate and Foreign Commerce, the Commission renewed discus- 
sions with industry relating to a revision program, and has presented 
the result of such discussions to the committee for its consideration, 

In 1954, a bill was introduced and enacted into law—Public Law 
577, 83d Congress—which amended these same statutes to enable more 
practical and effective mechanics in the supply of capital to industry 
through securities distribution. 

At that time, the House Committee on Interstate and Foreign 
Commerce stated that, although it was fully appreciative of the sug- 
gestions which time and experience appropriately might bring as to 
relief in the securities distribution process from onerous provisions nt 
necessary for the protection of investors, the committee could not but 
be fully mindful of its responsibilities in the public interest and in 
the preservation of the investor safeguards contemplated by these 
statutes. 

The committee, accordingly urged the Commission promptly to 
come forward with those further amendments which the Commis- 
sion’s experience might dictate appropriate for the strengthening of 
the statutes in the investor interest. 

The Commission proceeded on such program and in the last Con- 
gress, submitted certain proposed legislation for consideration. 
Owing to the press of certain matters which need not be detailed here, 
the committee was unable to give the program consideration at that 
time. 

The Commission has reviewed its program and has again submitted 
proposals which are somewhat different from those of the last Congress. 
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In addition, the Commission, under date of February 16, submitted 
revised proposals as far as they are related to the Securities Act of 
1933 and the Trust Indenture Act of 1939. 

These revised proposals are scheduled for hearings and not the 
original ones as expressed in H.R. 2488 and H.R. 2483. 

At this juncture, we shall hear only from the representatives of 
the Commission and shall schedule at some later date further hearings, 
at which time we shall hear from the others interested in the legislation. 

The Chair this morning is very happy to have the chairman of 
the Securities and Exchange Commission here. 

Mr. Gadsby, we will be happy to hear from you. 


STATEMENT OF EDWARD N. GADSBY, CHAIRMAN OF THE SECURI- 
TIES AND EXCHANGE COMMISSION; ACCOMPANIED BY COMMIS- 
SIONER ANDREW D. ORRICK, COMMISSIONER JAMES C. SARGENT, 
OF NEW YORK; THOMAS G. MEEKER, GENERAL COUNSEL, SEC; 
AND PHILIP A. LOOMIS, JOSEPH C. WOODLE, MANUEL COHEN, 
LAWRENCE M. GREENE, AND JOSEPH B. LEVIN, OF THE SECURI- 
TIES AND EXCHANGE COMMISSION 


Mr. Gapssy. Mr. Chairman, and members of the committee. my 
name is Edward N. Gadsby. I am from the Commonwealth of 
Massachusetts and am chairman of the Securities and Exchange 
Commission. 

I am accompanied today by two of my fellow Commissioners; 
Commissioner Orrick and Commissioner Sargent of New York and 
other various members of my staff. 

We are here today to testify on H.R. 2480, H.R. 2481, H.R. 2482, 
H.R. 5001, and H.R. 5002, which are introduced at our request by 
Representative Oren Harris, chairman of the Committee on Interstate 
and Foreign Commerce, 

Companion bills have been introduced in the Senate by Senator A. 
Willis Robertson, chairman of the Senate Banking and Currency 
Committee for himself and for Senator Homer E. Capehart. The 
Senate bills are S. 1178, S. 1178, S. 1180, S. 1181, and S, 1182. 

The amendments embodied in these bills, which are the subject of 
this morning's hearings, would amend five of the six statutes ad- 
ministered by the Commission. 

The overall purpose of these proposals, which we have recom- 
mended, is to strengthen the safeguards and protections afforded the 
public under the securities laws by tightening jurisdictional pro- 
visions, correcting certain inadequacies revealed through administra- 
tive experience, and facilitating criminal prosecutions and other en- 
forcement activities. 

The need for added investor protections and the strengthening of 
our enforcement hand is particularly imperative today in view of the 
enormous increase of activities in the securities markets and its ad- 
juncts, and the desire of a certain marginal element to profit un- 
conscionably from the lure which a market so volatile as this has for 
unsophisticated investors who are being attracted by spurious “get 
rich quick” schemes. 

48168—60—_8 
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I shall discuss the proposals for amendment in the following order; 

First, those pertaining to the Investment Advisers Act of 1949 
which are embodied in H.R. 2482; second, those pertaining to the 
Investment Company Act of 1940, which are embodied in H.R. 248}. 
third, those pertaining to the Securities Act of 1933, which are em. 
bodied in H.R. 5001; fourth, those pertaining to the Trust Indenture 
Act of 1939, which are embodied in H.R. 5002; and, finally, those per. 
taining to the Securities Exchange Act of 1934, which are embodied 
in H.R. 2480. 

We have previously prepared and have submitted to the Congress 
a statement with reference to each of these bills containing a section- 
by-section analysis which sets forth as to each proposal for amend- 
ment, a summary of the present law, the problem which is sought to 
be met by the amendment, and the remedy provided for in the bill 
as submitted. 

These justifications were also inserted by Senator Robertson in the 
Congressional Record for this session, at pages 2672 to 2684. 

I shall ask that these analyses be also incorporated into the record 
of this hearing. Assuming such procedure is satisfactory to the 
committee, I shall direct my further remarks today principally to a 
summary of the more significant proposals for amendment. 

I may point out for the record that our drafts were drawn up be- 
fore we were advised of the introduction of the Alaska omnibus bill, 
H.R. 7120 and S. 1541, and that we had suggested in our drafts the 
changes required by the Alaska statehood bill. 

Consequently, there is some overlapping between these bills and 
the Alaska omnibus bill which your counsel may wish to consider in 
your report on these proposals. 

First, H.R. 2482, proposals to amend the Investment Advisers Act 
of 1940. 

T should like to submit for the record at this time, a comparative 
print of H.R. 2482 reflecting the existing law and the changes em- 
bodied in the bill, and also that part of our previous statement which 
refers to this bill. 

Mr. Dotirnger. They will be put into the record at this point. 

(The documents referred to are as follows:) 


[February 1959] 


COMPARATIVE PRINT OF PROPOSED AMENDMENTS TO THE INVESTMENT ADVISERS 
Act or 1940 


[Deletions in brackets; additions in italics] 


Section 1 would amend paragraph (18) of section 202(a) of the Investment Ad- 
visers Act of 1940, as amended, as follows: 

“(a) When used in this title, unless the context otherwise requires—* * * 
(18) ‘State’ means any State of the United States, the District of Columbia, 
[Aldska,] Hawaii, Puerto Rico, [the Philippine Islands,] the Canal Zone, 
the Virgin Islands, or any other possession of the United States.” 

Section 2 would amend clause (IF) of paragraph (1) of section 203(c) of the 
Investment Advisers Act of 1940, as amended, as follows: 

“(c) Any investment adviser, or any person who presently contemplates be- 
coming an investment adviser, may register under this section by filing with 
the Commission an application for registration. Such application shall contain 
such of the following information, in such form and detail, as the Commission 
may by rules and regulations prescribe as necessary or appropriate in the public 
interest or for the protection of investors: 
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“(1) information in respect of— * * * (F) whether such investment adviser ; 
any partner, officer, director, or person performing similar functions, or any 
person directly or indirectly controlling or controlled by such investment ad- 
viser, is subject to any disqualification which would be a basis for denial, sus- 
pension or revocation of registration of such investment adviser under the pro- 
visions of subsection (d) and [whether such an investment adviser or any part- 
ner, officer, director, person performing similar function or controlling person 
thereof (i) within ten years of the filing of such application has been convicted 
of any felony or misdemeanor of the character described in paragraph (1) of 
subsection (d), or (ii) is permanently or temporarily enjoined by an order, 
judgment or decree of the character described in paragraph (2) of subsection 
(d) and in each case the facts relating to such conviction or injunction; andy’ 

Section 8 would amend subsection (d) of section 203 of the Investment Ad- 
visers Act of 1940, as amended, as follows: 

“(d) The Commission shall, after appropriate notice and opportunity for hear- 
ing, by order deny registration or suspend for a period not exceeding 12 months 
or revoke the registration of an investment adviser, if it finds that such denial, 
suspension or revocation is in the public interest and that (1) such investment 
adviser, whether prior or subsequent to becoming such, or (2) any partner, 
officer, or director (or any person performing similar functions), or any person 
directly or indirectly controlling or controlled by such investment adviser, 
whether prior or subsequent to becoming such (A) has wilfully made or 
caused to be made in any application for registration or report filed with the 
Commission under this title, or in any proceeding before the Commission with 
respect to registration, any statement which was at the time and in the light 
of the circumstances under which it was made false or misleading with respect 
to any material fact, or who has omitted to state in any such application or re- 
port any material fact which is required to be stated therein; or (B) has been 
convicted within 10 years preceding the filing of the application or at any time 
thereafter of any felony or misdemeanor which the Commission finds (i) involves 
the purchase or sale of any security, (ii) arises out of the conduct of the busi- 
ness of a broker, dealer or investment adviser, (iii) involves embezzlement, 
fraudulent conversion or misappropriation of funds or securities, or (iv) involves 
the violation of section 1341, 1432 or 1343 of title 18, United States Code, as 
heretofore or hereafter amended; or (C) is permanently or temporarily enjoined 
by order, judgement or decree of any court of competent jurisdiction from acting 
as an investment adviser, underwriter, broker or dealer, or as an affiliated person 
or employee of any investment company, bank or insurance company, or from 
engaging in or continuing any conduct or practice in connection with any such 
activity, or in connection with the purchase or sale of any security; or (D) has 
wilfully violated any provision of the Securities Act of 1933, or of the Securities 
Eachange Act of 1934, or of this title, as any of such statutes heretofore have 
been or hereafter may be amended, or of any rule or regulation under any of such 
statutes. [The Commission after hearing may by order deny registration to 
or revoke or suspend the registration of an applicant under this section, if the 
Commission finds that such denial, revocation, or suspension is in the public 
interest and that such investment adviser or any partner, officer, director, per- 
son performing similar function, or controlling person thereof— 

(1) within ten years of the issuance of such order, has been convicted of 
any felony or misdemeanor involving the purchase or sale of any security 
or arising out of any conduct or practice of such investment adviser or 
affiliated person as an investment adviser, underwriter, broker, or dealer 
or as an affiliated person or employee of any investment company, bank, or 
insurance company ; 

(2) at the time of the issuance of such order, is permanently or tempo- 
rarily enjoined by order, judgment, or decree of any court of competent 
jurisdiction from acting as an investment adviser, underwriter, broker, 
or dealer, or as an affiliated person or employee of any investment company, 
bank, or insurance company, or from engaging in or continuing any conduct 
or practice in connection with any such activity or in connection with the 
purchase or sale of any security; or 

(3) has violated the provisions of section 207 of this title. ]” 

Section 4 would amend subsection (e) of section 203 of the Investment Ad- 
visers Act of 1940, as amended, as follows: 

“(e) The commencement of a proceeding to deny registration under this 
section shall [not] operate to postpone the effective date of registration [unless 
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the Commission shall find that such postponement is necessary in the public 
interest and shall so order, but no such order shall operate to postpone sueh 
effective date for more than three months] for a period of ninety days, or until 
final determination whether such registration shall be denied if that determi. 
nation is made within such ninety-day period; but if, after appropriate notice 
and opportunity for hearing, it shall appear to the Commission to be necessary 
or appropriate in the public interest or for the protection of investors to post. 
pone the effective date of such registration beyond such ninety-day period ana 
until final determination of whether such registration shall be denicd, the Com- 
mission shall so order.” 

Section 5 would amend subsection (g) of section 202 of the Investment Aq- 
visers Act of 1940, as amended, as follows: 

“(g) Any person registered under this section may, upon such terms and 
conditions as the Commission finds necessary in the public interest or for the 
protection of investors, withdraw from registration by filling a written notice 
of withdrawal with the Commission. An application for registration under this 
section may be withdrawn only with the consent of the Commission if the 
request to withdraw such application is received by the Commission after it hag 
commenced a proceeding to deny registration. If the Commission finds that any 
person registered under this section, or who has pending an application for 
registration filed under this section, is no longer in [business] evistence or is 
not engaged in business as an investment adviser, the Commission shall by order 
cancel the registration of such person.” 

Section 6 would amend section 204 of the Investment Advisers Act of 1940, 
as amended, as follows: 

“Sec. 204. Every investment adviser who makes use of the mails or of any 
means or instrumentality of interstate commerce in connection with his or its 
business as an investment adviser (other than one specifically exempted from 
registration pursuant to section 203(b)), shall make, keep and preserve for such 
periods, such accounts, correspondence, memoranda, papers, books and other 
records, and make such reports, as the Commission by its rules and regulations 
may prescribe as necessary or appropriate in the public interest or for the pro- 
tection of investors. Such accounts, correspondence, memoranda, papers, books 
and other records shall be subject at any time or from time to time to sueh 
reasonable periodic, special or other examinations by examiners or other repre- 
sentatives of the Commission as the Commission may deem necessary or ap- 
propriate in the public interest or for the protection of investors. [Every 
investment adviser registered under section 203 of tihs title shall file with the 
Commission such annual and special reports, in such form as the Commission 
by rules and regulations may prescribe for the purpose of keeping reasonably 
current the information contained in the registration application.]” 

Section 7 would amend the introductory paragraph of section 205 of the Invest- 
ment Advisers Act of 1940, as amended, as follows: 

“Sec. 205. No investment adviser, unless erempt from registration pursuant 
to section 203(b), [registered under section 203] shall make use of the mails or 
any means or instrumentality of interstate commerce directly or indirectly, to 
enter into, extend, or renew any investment advisory contract, or in 
perform any investment advisory contract entered into, extended, or 
or after the effective date of this title if such contract—” 

Section 8 would amend the introductory paragraph of section 206 of the 
Investment Advisers Act of 1940, as amended, as follows: 

“Sec. 206. It shall be unlawful for any investment adviser [registered under 
section 203], by use of the mails or any means or instrumentality of interstate 
commerce, directly or indirectly—” 

Section 9 would amend section 206 of the Investment Advisers Act of 1940, as 
amended, by adding a new clause to be designated as clause (4), as follows: 

“(4) to engage in any act, practice, or course of business which is fraudulent, 
deceptive or manipulative. The Commission shall, for the purposes of this 
paragraph (4) by rules and regulations define, and prescribe means reasonably 
designed to prevent, such acts, practices and courses of business as are fraudu- 
lent, deceptive, or manipulative.” 


Section 10 would amend the caption of section 208 of the Investment Advisers 
Act of 1940, as amended, as follows: 
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“GENERAL PROHIBITIONS [UNLAWFUL REPRESENTATIONS ]” 


Section 11 would amend section 208 of the Investment Advisers Act of 1940, 
as amended, by adding a new subsection to be designated as subsection (d), as 
follows: 

“(d) It shall be unlawful for any person indirectly, or through or by any 
other person, to do any act or thing which it would be unlawful for such person 
to do directly under the provisions of this title or any rule or regulation there- 
under. It shall be unlawful for any person to aid, abet, counsel, command, 
induce or procure the violation of any provision of this title or any rule or 
regulavion thereunder by any other person. These provisions shall not constitute 
a limitation with respect to the applicability of this title of section 2 of title 18, 
United States Code.” 

Section 12 would amend subsection (e) of section 209 of the Investment 
Advisers Act of 1940, as amended, as follows: 

“(e) Whenever it shall appear to the Commission that any person has engaged, 
is engaged or is about to engage in any act or practice constituting a violation 
of any provision of this title, or of any rule, regulation, or order hereunder, it 
may in its discretion bring an action in the proper district court of the United 
States, or the proper United States court of any Territory or other place subject 
to the jurisdiction of the United States, to enjoin such acts or practices and 
to enforce compliance with this title or any rule, regulation, or order hereunder. 
Upon a showing that such person has engaged, is engaged, or is about to engage 
in any such act or practice, a permanent or temporary injunction or decree or 
restraining order shall be granted without bond. The Commission may transmit 
such evidence as may be available concerning any violation of the provisions of 
this title, or of any rule, regulation, or order thereunder, to the Attorney Gen- 
eral, who, in his discretion, may institute the appropriate criminal proceedings 
under this title.” 

Section 13 would amend subsection (b) of section 210 of the Investment 
Advisers Act of 1940, as amended, as follows: 

“(b) Subject to the provisions of subsections (c) and (e), of section 209, 
the Commission, or any member, officer or employee thereof, shall not make 
public the fact that any examination or investigation under this title is being 
conducted, [nor shall it make public the results of any such investigation, or 
any facts ascertained during any such investigation, except that the provisions 
of this subsection shall not apply—] or the results of or any facts ascertained 
during any such examination or investigation; and no member, officer or em- 
ployee of the Commission shall disclose to any person other than a member, 
officer or employee of the Commission any information obtained as a result of 
any such examination or investigation except with the approval of the Commis- 
sion. The provisions of this subsection shall not apply— 

(1) in the case of any hearing which is public under the provisions of 
section 212; or 
(2) in the case of a resolution or request from either House of Congress.’ 

Section 14 would amend subsection (a) of section 211 of the Investment 
Advisers Act of 1940, as amended, as follows: 

“(a) The Commission shall have authority from time to time to make, issue, 
amend, and rescind such rules and regulations and such orders as are necessary 
or appropriate to the exercise of the functions and powers conferred upon the 
Commission elsewhere in this title. For the purpose of its rules or regulations 
the Commission may classify persons and matters within its jurisdiction and 
prescribe different requirements for different classes of persons or matters.” 

Section 15 would amend section 217 of the Investment Advisers Act of 1940, 
as amended, as follows: 

“Sec. 217. Any person who willfully violates any provision of this title, or any 
rule, regulation or order promulgated by the Commission under authority thereof, 
shall, upon conviction, be fined not more than $10,000, imprisoned for not more 
than two years, or both.” 

Section 16 would amend the Investment Advisers Act of 1940, as amended, by 
adding a new section to be designated as section 222, as follows: 


’ 


“State control of investment advisers 


“Sec. 222. Nothing in this title shall affect the jurisdiction of the securities 
commissioner (or any agency or officer performing like functions) of any State 
over any security or any person insofar as it does not conflict with the provisions 
of this title or the rules and regulations thereunder.” 





| 
: 
: 
; 
) 
: 





112 SECURITIES ACTS AMENDMENTS, 1959 


{February 1959] 
AMENDMENTS TO INVESTMENT ADVISERS AcT oF 1940 
GENERAL OBJECTIVE OF STATUTE 


The general objctive of the Investment Advisers Act of 1940 is to protect 
the public and investors against malpractices on the part of persons engaged 
for compensation in the business of advising others with respect to securities 
The act makes it unlawful for investment advisers registered under the act to 
engage in practices which constitute fraud or deceit. The act also requires 
registered investment advisers to disclose the nature of their interest in trang. 
actions which they may effect for their clients, prohibits profit-sharing arrange 
ments and, for all practical purposes, prevents the assignment of any invest. 
ment advisory contract without the consent of the interested client. 


WHAT THE BILL WILL DO 


The amendments embodied in the bill are recommended by the Securities anq 
Exchange Commission, which is of the opinion that the changes will materially 
assist it in enforcing the statute. 

Administration of the Investment Advisers Act since its adoption in 1949 
has indicated to the Commission that it is inadequate in many respects and 
does not afford the necessary protection to clients of investment advisers and 
other members of the investing public. The Commission has no authority under 
the act to inspect the books and records of investment advisers, and cannot 
even require investment advisers to maintain books and records. It has no ade 
quate means of determining whether investment advisers are engaging in fraudu- 
lent or deceptive practices in connection with their business. 

The present statute provides for the registration of most investment advisers 
who use the mails or instrumentalities of interstate commerce in connection 
with their business. The basis for denial or revocation of registration is very 
narrow and limited, however, and this makes it possible for undesirable persons 
to engage in the investment advisory business, essential elements of which are 
trust and confidence by the client and scrupulously honest dealing by the ad- 
viser. 

The provisions of the act prohibiting fraudulent practices apply only to in- 
vestment advisers who happen to be registered. The investment adviser who 
evades registration or is exempt from it is not subject to these provisions. The 
act is inadequate also because it does not give the Commission the power to 
adopt rules and regulations defining acts and practices which are fraudulent, 
deceptive or maniplative or prescribing means designed to prevent such acts 
and practices. 

The proposed amendments are designed to make the Commission’s enforce- 
ment activities more effective by giving the Commission additional authority, 
and by providing additional remedies and eliminating or minimizing various 
problems which have come to light in the course of the Commission’s enforce- 
ment of the Act. The more significant of these proposals would, in brief, (1) 
expand the basis for disqualification of an applicant for registration or a regis- 
trant because of misconduct; (2) revise the provisions relating to the post- 
ponement of effectiveness and the withdrawal of applications for registration; 
(3) authorize the Commission by rule to require the keeping of books and 
records and the filing of reports; (4) permit periodic examinations of a regis- 
trant’s books and records; (5) empower the Commission by rule to define and 
prescribe means reasonably designed to prevent fraudulent practices; and (6) 
extend criminal liability to include a willful violation of a rule or order of the 
Commission. 

EXAMINATION BY SECTIONS 





Section 1—Elimination of reference to the Philippine Islands and Alaska in 
definition of “State” 


Present law.—Section 202(a) (18) of the act defines the term “State” to in 


clude any State of the United States and in addition, among others, the Philip 
pine Islands and Alaska. 


Problem.—The Philippine Islands are no longer a possession and Alaska is 
now a State. 


Remedy in the dill—The amendent would delete these references. 
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Sections 2 and 3—Expansion and integration of provisions relating to statutory 
disqualifications 

Present law.—Under section 203(d) registration can be denied, suspended or 
revoked because of (1) conviction within 10 years for a felony or misdemeanor 
involving the purchase or sale of a security, or arising out of activities as an 
investment adviser, underwriter, banker, or dealer, or as an affiliated person or 
employee of an investment company, bank or insurance company; or (2) the 
existence of an injunction based upon similar conduct or activity; or (3) the 
willful filing of a false statement in an application for registration or a re- 
quired report. ; te 

Problem.—(1) It should be possible for the Commission to keep out of the 
investment advisory business not only persons who would be barred under the 
standards now embodied in section 203(d), but also any person who has been 
convicted of embezzlement, fraudulent conversion or misappropriation of funds or 
securities; or who has violated the mail fraud statute; or who is subject to an 
injunction based upon such improper activities. In addition, a willful violation 
of the Securities Act, the Securities Exchange Act, or the Investment Advisers 
Act should constitute a basis for denial, suspension, or revocation of the registra- 
tion of an investment adviser. 

One case demonstrates the weakness of the Investment Advisers Act. Infor- 
mation was obtained by the staff indicating that a certain individual was en- 
gaged in the securities business relying upon an exemption from registration 
under the Securities Exchange Act available to persons doing business entirely 
within one State. Investigation disclosed that this individual actually was en- 
gaged in an interstate business, and that the exemption was not available. Upon 
being advised that registration as a broker-dealer was required, applications for 
registration were filed not only as a broker-dealer, but also as an investment 
adviser. Investigation revealed several serious violations of the Securities 
Act and the Securities Exchange Act. <A report of financial condition filed as 
a part of the broker-dealer application falsely set forth his financial condition. 
Proceedings were instituted to determine whether an order of denial should be 
entered with respect to the application for a broker-dealer registration, but since 
there was no statutory bar to registration as an investment adviser, that regis- 
tration became effective. The applicant, before the date for hearing on the 
broker-dealer matter, filed a petition in bankruptcy. From documents filed in 
that proceeding it appeared that customers and other broker-dealers would sus- 
tain substantial losses. In connection with a stipulation of. facts in the broker- 
dealer denial proceeding, the staff succeeded in obtaining a withdrawal of the 
investment adviser registration. It is an anomalous situation that permits the 
Commission to deny registration to a broker-dealer applicant based upon willful 
violations of the Securities Act and the Securities Exchange Act, but leaves it 
without authority to deny an application for registration as an investment ad- 
viser simultaneously filed by the same person. 

(2) Section 203(c) should be revised to require disclosure of information 
necessary to determine whether there exists a basis for denying registration 
under section 203(d), as proposed to be amended. 

Remedy in the bill.—(1) It is proposed to amend section 203(d) to provide 
that conviction of embezzlement, fraudulent conversion or misappropriation of 
funds or securities; or violation of the mail fraud statute; or the existence of 
an injunction based upon such improper activities; or the willful violation of the 
Securities Act of 1933, the Securities Exchange Act of 1934, or the Investment 
Advisers Act of 1940, will also constitute bases for statutory disqualification. 

(2) The proposed amendment would amend section 203(c) to require dis- 
closure of the information necessary to disclose any such disqualification. 


Section 4—Provision for postponement of effectiveness of registration when 
denial proceedings are instituted 


Present law.—Section 203(e) now provides that the effectiveness of an appli- 
cation for registration is not postponed by the commencement of a proceeding 
to determine whether an order of denial should be entered, unless the Com- 
mission finds that such postponement is in the public interest. 

Problem.—Under section 211(¢) such order postponing effectiveness of regis- 
tration can be entered only after notice and opportunity for hearing, and this 
procedure has proved administratively unworkable because such an order gen- 
erally has to be entered within 30 days after the application is filed or the 
application will become effective under section 203(c). It would ordinarily be 
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a practical impossibility within that limited period, to give adequate notice of 
a hearing, conduct the hearing, review the record, and enter an order, all jn 
compliance with the Administrative Procedure Act. Furthermore, if such ap 
effort were undertaken it would usually be necessary to duplicate the conduct of 
hearings and the taking of evidence on both the postponement question and the 
denial question. 

Remedy in the bill.—Under the proposed amendment to section 203(e), the 
commencement of a proceeding to deny registration would postpone effectiveness 
of an application for registration for a period of 90 days, or until final determi- 
nation in the denial proceeding if that occurs sooner; and if the proceeding 
extends beyond 90 days, the Commission could postpone effectiveness beyond 
the 90-day period only after a hearing on the question of further postponement. 
Section 5—Addition of provision relating to the right to withdraw an applica. 

tion for registration 

Present law.—Section 203(g) provides that a registered investment adviser 
may withdraw from registration only upon such terms and conditions as the 
Commission may impose in the public interest or for the protection of investors, 
The statute does not contain any provision with respect to the withdrawal of 
an application for registration. 

Problem.—Upon receipt of an application for registration, inquiry is made to 
determine whether there is any bar to such person becoming registered, and 
whether it is in the public interest to deny the registration. This necessitates 
investigation concerning many factors, including identity, past history, business 
experience and affiliations. Frequently it is necessary to obtain evidence on 
these matters from various parts of the United States, as well as from outside 
the country. If the applicant has the right to withdraw after a proceeding has 
been instituted to deny his registration, the Commission may be in a position 
where it will be unable to prove a disqualification at a later date if a new appli- 
cation is filed. When much time and effort have been devoted to the matter and 
expense has been incurred, it is appropriate that a hearing be held so that a 
determination can be made as to whether or not there is a statutory bar and 
whether it is in the public interest to enter an order of denial. If an applicant 
is permitted to withdraw under such circumstances, the Commission at a later 
date may be required to conduct a new investigation to try to find available evi- 
dence under circumstances which may make it much more difficult to make the 
necessary findings. 

Remedy in the bill—The proposed amendment specifically provides that an 
application for registration may be withdrawn only with the consent of the 
Commission if the request for withdrawal is received by the Commission after 
it has instituted proceedings to deny registration. 


Section 6—Addition of power to compel maintenance of books and records and 
expansion of power to inspect 


Present law.—The act now contains no grant of power to inspect the books and 
records of investment advisers ; in fact there is no requirement that they maintain 
any books or records. The act authorizes investigations concerning violations of 
the act only when it appears that its provisions have been or are about to be 
violated. 

Problem.—Unless the Commission has sufficient information to bring its investi- 
gative powers into play, it has no authoritv to examine the books and records of 
investment advisers to determine whether they are engaging in fraudulent, decep- 
tive or other unlawful practices. 

Remedy in the bill_—The proposed amendment to section 204 would require 
investment advisers subject to registration to maintain the books and records 
prescribed by Commission rules and regulations and would authorize the Com- 
mission to conduct routine inspections of investment advisers. The Commission 
has similar authority with respect to brokers and dealers under section 17 (a) of 
the Securities Exchange Act of 1934. 

This power of inspection would be limited, however, by section 210(c) of the 
act which provides that the Commission cannot require an investment adviser 
engaged in rendering investment supervisory services to disclose the identity, 
investments, or affairs of any client except in a particular proceeding or investiga- 
tion. Many investment advisers rendering investment supervisory services have 
in their records some very personal information about their clients and their 
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clients’ families, and there is some question as to whether information concerning 
the investments or affairs of clients should have to be disclosed except in a formal 
investigation or proceeding. If a routine inspection of the adviser’s books and 
records should indicate possible fraudulent or other improper p ractices with 
respect to the affairs of any client the Commission could order a formal investiga- 
tion to obtain information concerning the adviser’s handling of clients’ accounts. 


Section 7.—Clarification of prohibitions against performance of certain invest- 
ment advisory contracts 

Present law.—Section 205 of the act now prohibits registered investment 
advisers from entering into, extending, renewing or performing certain types of 
investment advisory contracts. 

Problem.—Section 205 is not specifically applicable to investment advisers sub- 
ject to registration who have not registered. 

Remedy in the bill—The amendment makes section 205 applicable to invest- 
ment advisers subject to registration, whether or not they have registered. 


Section 8—Eztension of antifraud provisions 


Present law.—Section 206 of the act prohibits certain fraudulent and decep- 
tive practices by registered investment advisers. 

Problem —tThis section is now applicable only to registered investment ad- 
visers. Fraud is no less vicious because it is perpetrated by an unregistered 
investment adviser. Just as the antifraud provisions of the Securities Exchange 
Act of 1934 are applicable to brokers and dealers irrespective of registration, 
so should the antifraud provisions of this act be applicable to all investment 
advisers. 

Remedy in the bill—The proposed amendment would apply the antifraud 
provisions of section 206 to all investment advisers, whether registered or not. 
Section 9—Addition of rule making power to implement antifraud provisions 

Present law.—Present section 206 contains general prohibitions against fraud- 
ulent activities. 

Problem.—Because of the general language of section 206 and the absence of 
express rulemaking power in that section, there has always been a question as 
to the scope of the fraudulent and deceptive activities which are prohibited 
and the extent to which the Commission is limited in this area by common law 
concepts of fraud and deceit. 

Remedy in the bill—It is proposed that a new paragraph (4) be added to 
section 206 which would empower the Commission, by rules and regulations 
to define, and prescribe means reasonably designed to prevent, acts, practices, 
and courses of businesses which are fraudulent, deceptive, or manipulative. 
This is comparable to osection 15(¢c) (2) of the Securities Exchange Act of 19234 
which applies to brokers and dealers. 

See. 10 would amend the caption of section 208 of the act. In view of the 
proposed addition of new subsection (d) to this section, the Commission believes 
that the caption “General Prohibitions’ would be more descriptive of the 
content of the section than “Unlawful Representations.” 


Section 11—Addition of provisions relating to prohibited activities 

Present law.—None. 

Problem.—There is no provision in the act expressly prohibiting any person, 
indirectly or through any other person, from violating the act or any rule or 
regulation thereunder. Furthermore, in the absence of any express statutory 
provision, there may exist some doubt as to the Commission’s authority to 
obtain an injunction, or to impose administrative sanctions, against persons 
aiding or abetting violations of the act. 

Remedy in the bills—The proposed amendment would make it unlawful for 
a person to do indirectly what he cannot do directly, and would also make it 
unlawful for any person to aid, abet, or procure a violation by another person. 
It is also designed to make it clear that persons associated with an investment 
adviser may be liable in civil and administrative proceedings for violation of 
the prohibitions which by their terms apply only to investment advisers. This 
provision does not in any manner constitute a limitation with respect to the 
applicability in criminal proceedings of section 2, title 18, United States Code, 
which deals with the criminal liabilities of aiders and abettors. 
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Section 12—Clarification of provisions relating to the enjoining of violations of 
the act 

Present law.—Section 209(e) now provides that the Commission may bring ap 
action to enjoin certain practices when it appears to the Commission that any 
“person has engaged or is about to engage” in such acts or practices. 

Problem.—The statute does not specifically provide that the Commission may 
bring an action for an injunction when it appears that any person is engaged jp 
prohibited acts or practices. 

Remedy in the bill.—The proposed amendment would modify the quoted Clause 
to read “has engaged, is engaged, or is about to engage.” 


Section 13—Clarification of Commission’s power to make public certain matters 
pertaining to investigations and inspections 

Present law.—Section 210(b) now provides, subject to certain exceptions, 
that, the Commission shall not make public the fact that any investigation under 
the act is being conducted, or the results of such investigation, or any facts 
ascertained. 

Problem.—As this section now reads, it is not clear that the Commission could 
disclose to appropriate State officials facts ascertained in an investigation which 
tends to indicate a violation of State law. 

Remedy in the bill—The proposed amendment would make it clear that the 
information gathered in an inspection or investigation could be disclosed in cer. 
tain circumstances, but only with the approval of the Commission itself. The 
amendment would also make it clear that the prohibitions against disclosure 
apply not only to the Commission, but also to members, officers and employees ag 
well. 





Section 14—Ezxpansion of rulemaking powers 


Present law.—Section 211(a) contains a delegation of rulemaking power and 
authorizes promulgation by the Commission of “such rules and regulations and 
such orders as are necessary or appropriate to the exercise of the powers con- 
ferred upon the Commission elsewhere in this title.” 

Problem.—This rulemaking power is not cast in as broad language as that con- 
tained in the other acts administered by the Commission. Section 19(a) of the 
Securities Act gives the Commission the right to adopt rules and regulations 
“necessary to carry out the provisions” of the act; section 23(a) of the Securities 
Exchange Act gives the Commission the right “to make such rules and regula- 
tions as may be necessary for the execution of the functions vested” in it by the 
act. The power of the Commission under the Investment Advisers Act should be 
as broad as it is under the other two acts if the Commission is to be able to carry 
out its powers and functions under this act. 

Remedy in the bill——The proposed amendment would specifically permit the 
Commission also to adopt rules and regulations necessary for the Commission to 
earry out its functions under the act. 





Section 15—Exrpansion of penalty provisions 

Present law.—Section 217 now provides penalties for willful violations of the 
act. 

Problem.—No provision is made for penalties for violations of rules, regula- 
tions or orders promulgated by the Commission. 

Remedy in the bill——The amendment would make the penalty provisions also 
applicable to willful violations of any rule, regulation or order promulgated by 
the Gommission under the authority of the statute. 





Section 16—Addition of provision concerning effect on State law 

Present law.—None. 

Problem.—-No section of the act deals specifically with the effect of the pro- 
visions of the act on State laws. The Securities Act of 1933 and the Securities 
Exchange Act of 1934 now contain provisions making it clear that the jurisdic- 
tion of a State securities commissioner or similar officer is not affected by pro- 
visions of those acts, so long as there is no conflict with their provisions. 

Remedy in the bill—The amendment would add a new section which would 
provide that the jurisdiction of a State securities commissioner or similar officer 
would not be affected by provisions of the Investment Advisers Act so long as 
there was no conflict with its provisions. 


Mr. Gapssy. The general objective of the Investment Advisers Act 
of 1940 is to protect the public and investors against malpractices on 
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the part of persons engaged for compensation in the business of ad- 
yising others with respect to securities. — 

The act provides for registration of investment advisers, with some 
important exceptions, and such advisers are prohibited from engaging 
in practices which constitute fraud or deceit. 

The act also requires registered advisers to disclose to clients the 
nature of any adverse interest in transactions which they may effect 
for or with their clients, prohibits proft-sharing arrangements, and 
for all practical purposes, prevents the assignment of any investment 
advisory contract without the consent of the interested client. 

Administration of the act since its adoption in 1940 has indicated 
that this statute is inadequate in many respects and does not afford the 
necessary protections. 

Our proposals for amendment are designed to correct these in- 
adequacies and would establish a pattern of supervision similar in 
gome respects to the pattern of supervision of brokers and dealers 
under the Securities Exchange Act of 1934. 

Two of the most important proposals in this area relate to the de- 
nial, revocation and suspension of registration as an investment 
adviser, and to our powers to require the maintenance of, and to 
inspect, investment advisers’ books and records. The proposals deal- 
ing with registration as an investment adviser are contained in sec- 
tions 2, 3, 4, and 5 of the bill, and the proposals dealing with the 
maintenance and inspection of books and records are contained in 
sections 6 and 13. 

The basis under the present statute for denying or revoking regis- 
tration is very narrow, making it possible for undesirable persons to 
engage in the investment advisory business, essential elements of 
which are trust and confidence by the client and scrupulously honest 
dealing by the adviser. 

Thus, under section 203(d) of the act, absent a false statement in an 
application or report required to be filed, registration can be denied 
or revoked only where there has been a conviction or injunction in- 
volving the purchase or sale of a security, or arising out of activities 
as an investment adviser, underwriter, broker or dealer, or as an 
affiliated person or employee of an investment company, bank, or 
insurance company. 

Section 3 of the bill would make it possible for us also to exclude 
any person who has been convicted of a financial type crime, such 
as embezzlement, fraudulent conversion or misappropriation of funds 
or securities, or who has been convicted of a violation of the mail- 
fraud statute, and also any person whom we find to have willfully 
violated the Securities Act, the Securities Exchange Act, or the 
Investment Advisers Act. 

In this connection, I might note that section 2 of the bill would 
provide for the filing of information necessary to determine whether 
there exists a basis for statutory disqualification. 

Section 4 of the bill would provide a more workable procedure in 
denial proceedings by affording us adequate time to conduct an 
administrative proceeding. 

Section 5 would make it clear that an applicant cannot terminate 
a denial proceeding by withdrawing his application. 
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The inadequacy of the present section 203(d) is well illustrated by 
one situation which has come to our attention. F 
In connection with an investigation under the Securities Exchan 
Act of 1934, we learned that a certain individual was improperly 
relying upon an exemption from the registration provisions of that 

statute. 

The individual then made application for registration not only as 
a broker-dealer, but also as an investment adviser. Our investigation 
had revealed several serious violations of both the Securities Act and 
the Securities Exchange Act, and the applicant even filed a false 
report of a financial condition as a part of his broker-dealer 
application. 

I may say that the applicant later filed a petition in bankruptey, 
from which it appeared that customers and other broker dealeys 
would sustain substantial losses. 

We instituted proceedings to determine whether an order of denial 
should be entered with respect to the application for broker-dealer 
registration. However, since there was no statutory bar to registra. 
tion as an investment adviser, that registration became effective, al- 
though our staff later succeeded in obtaining its withdrawal. 

It seems clearly anomalous to permit us to deny registration to a 
broker-dealer applicant based upon willful violations of the Securities 
Act and the Securities Exchange Act, and still to be without authority 
to deny an application for registration as an investment adviser 
simultaneously filed by the same person. 

It would seem to be a fry damental proposition that if a Government 
agency is to be expected to regulate the activities of a group of persons, 
it must have some effective means of discovering what their activities 
are. 

An act which purports to regulate most certainly should include 
provisions which effectively implement the regulatory power, yet such 
requisite powers are completely lacking under the Investment Advisers 
Act. 

That act now gives the Commission no power to inspect the books 
and records of investment advisers; in fact, there is no requirement 
that investment advisers maintain any books or records. 

The act authorizes investigations concerning violations of the act, 
but only when it appears to the Commission that its provisions have 
been, or are about to be violated. 

Unless the Commission has sufficient information to bring its in- 
vestigative powers into play, it has no authority to examine the books 
and records—if, indeed, there be any—of investment advisers to deter- 
mine whether they are engaging in fraudulent, deceptive or other 
unlawful practices. 

Section 6 of the bill would require investment advisers subject to 
registration, to maintain such books and records as we may prescribe 
and authorizes us to conduct routine inspections of such books. 

We have similar authority with respect to brokers and dealers under 
the Securities Act of 1934 which has proven invaluable in in our en- 
forcement activities in that field. 

I should further note that the inspection authority that would be 
granted under the bill is circumscribed by the existing provisions in 
section 210(c) of the act which preserves the confidential relationship 
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between a client and an investment adviser rendering investment su- 
rvisory service and by the provisions of section 13 of the bill. 

The critical nature of the statutory deficiencies in the matters of 
accounting records and inspections 1s amply demonstrated by one 
illustration. : 

A registered investment adviser, when interviewed by our staff, 
stated that he did not have custody of customers’ securities or funds, 
that he did not buy from or sell to the public as a dealer, that he did 
not place or execute investment orders, and since his sole function was 
that of rendering investment advice, he kept no books or records ex- 
cept a checkbook. _ 

Thereafter, following complaints from clients, our staff conducted 
an investigation which indicated that he had in custody some $600,000 
of clients’ securities. When two customers demanded that he return 
part of their securities and funds, he was unable to do SO and at- 
temped a three-way “kite” by depositing worthless checks in various 
banks in such manner as to create the illusion that he had substantial 
balances in each of them. 

After this activity was discovered, he committed suicide. Because 
of the absence of adequate books and records, we were never able to 
get a clear picture of his financial condition, but it appears that as 
much as $1,700,000 in cash and securities may have been left with him 
by clients, who ultimately may have sustained a loss of as much as 
$600,000. 

In addition, our investigation disclosed that the adviser, in viola- 
tion of the act, had received compensation based upon a share of his 
client’s capital gains. 

Sections 8 and 9 of the bill would amend the antifraud provisions 
of the statute, section 206. 

This section is now applicable only to investment advisers who have 
registered. As I have said, there are a number of advisers who are 
exempt from registration. Consequently, it is recommended that the 
antifraud provisions of the statute be extended to apply to any in- 
vestment adviser who uses the mails or facilities of interstate com- 
merce, whether or not he is subject to registration. 

Fraud is certainly no less vicious simply because it is perpetrated 
by an unregistered investment adviser. Secondly, because of the 
general language of the statutory antifraud provision and the absence 
of any express Commission rulemaking power in connection with 
this provision, there has always been a question as to the scope of the 
fraudulent and deceptive activities that are prohibited and how far 
we are limited in this area by common law concepts of fraud and 
deceit. 

In order to overcome this difficulty, we propose the addition of a 
specific grant of authority to the Commission to adopt rules and 
regulations which will define and prescribe means reasonably de- 
signed to prevent acts, practices and courses of business which are 
fraudulent, deceptive or manipulative. 

Such authority would be comparable to that which we now have 
with respect to brokers and dealers under section 15(c) (2) of the 
Exchange Act of 1934. 
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Section 7 of the bill would extend the application of section 995 
of the act, which now forbids registered investment advisers from 
making certain types of investment advisory contracts. 

Under the bill, these prohibitions would become applicable to jp. 
vestment advisers who are subject to registration but have failed to 
register. 

In order to assist us in our enforcement activities, we have pro- 
posed in section 15 to extend the criminal provisions of the act to 
cover willful violations, not only of the statute itself, but also of an 
rule, regulation or order which the Commission might promulgate 
thereunder. 

In addition, section 11 of the bill would expressly prohibit any 
person from doing indirectly what he cannot do directly, and would 
explicitly make aiders and abettors liable in civil and administratiye 
proceedings. 

Under section 14 of the bill, we would be authorized to issue any 
necessary rules and orders for the exercise of our functions and powers 
under the statute. 

Finally, section 16 of the bill would, as is presently provided in the 
Securities Act and Securities Exchange Act, declare that the juris. 
diction of State authorities is not to be affected so long as there is no 
conflict with the provisions of the Investment Advisers Act. 

Let me turn now to H.R. 2481—Proposals to Amend the Invest- 
ment Company Act of 1940. 

I should like to offer for the record the statement previously sub- 
mitted to this committee containing a sectional analysis of the amend- 
ments proposed in H.R, 2481 and also a comparative print reflecting 
the changes which we propose in the Investment Company Act. 

Mr. Dotiincer. They will be put into the record at this point. 

(The documents referred to are as follows :) 


{February 1959] 
AMENDMENTS TO INVESTMENT COMPANY Act oF 1940 
GENERAL OBJECTIVE OF STATUTE 


The general objective of the Investment Company Act is to protect the public 
and investors against malpractices in the control, management and operation 
of publicly owned investment companies. The statute seeks in general to 
secure honest and unbiased management of investors’ funds; to give security 
holders a substantial voice in the company and in the selection of manage- 
ment; to insure sound and feasible capital structures: to assure fairness in all 
transactions between affiliated persons and the company; and to see that share- 
holders are provided with informative, periodic financial reports. The statute 
contains provisions for enforcement by the Commission through administrative 
and injunctive action and for the referral of information concerning violations 
to the Department of Justice for criminal prosecution. 


WHAT THE BILL WILL DO 


The amendments embodied in the bill are recommended by the Securities 
and Exchange Commission as desirable to further the basic intent and ob- 
jectives of the statute. 

These recommendations for changes in the Investment Company Act of 1940 
are, for the most part, limited to the clarification of certain provisions, the 
elimination of inconsistencies, changes to achieve the obvious intent and pur- 
pose of a particular provision and conformance of references to other statutes. 
In several instances, however, substantive amendments are recommended which 
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bre considered highly desirable in order to effectuate the purposes and policy 
of the statute. The Commission has not, nevertheless, made any broad or sweep- 
tng recommendations which might’ involve an extension of the Commission’s 
present supervision over investment companies and their affiliates or which 
would involve substantially greater limitatious upon the management of invest- 
ment companies. 

Briefly, the more significant of the proposed amendments would (1) require 
the statement of policy of a registered investment company, which cannot be 
changed without the consent: or approval of the holders of a majority of the 
yoting securities, to include its fundamental investment objectives and invest- 
ment characteristics; (2) strengthen the statutory provisions requiring that 
at least 40 percent of the members of the board of directors be persons who 
have no pecuniary interest in the operations and management of the invest- 
ment company and who are not part of its operating staff; (3) require that if 
an investment company chooses to keep its securities and investments in the 
“eystody of a bank” such custodianship shall include the cash assets of the 
investment company; (4) impose limitations upon the proportion of common or 
preferred stock that may be acquired by face-amount certificate companies 
issuing fixed obligations (face-amount certificates) to prevent such obligations 
from becoming unduly speculative; (5) clarify and make more meaningful 
the definition of an “advisory board” of an investment company and the sub- 
stantive provisions requiring such a board to have a certain number of inde 
pendent members; (6) clarify certain exceptions to the definition of an invest- 
ment company required to register under the act; (7) eliminate the exception 
from the definition of an investment company for a company subject to regula- 
tion under the Interstate Commerce Act when this Commission finds and by 
order declares that such company is primarily engaged in the business of invest- 
ing, reinvesting, owning, holding, or trading in securities; and (8) clarify the 
terms “depositor” and “share of stock” used in the statute by adding specific 
definitions of these terms. 


Section 1—Modification of the status of an “advisory board” of an investment 
company 


Present law.—‘‘Advisory board” of an investment company is defined in section 
9(a)(1) of the Investment Company Act as a board (1) which is distinct from 
the board of directors or board of trustees; (2) which has advisory functions 
but no power to determine that any security or other investment shall be 
purchased or sold; and (3) which is composed solely of persons who do not 
serve such company in any other capacity. 

Problem.—The latter qualifying provision has created a problem because it 
appears to be in the nature of a regulatory provision rather than a descriptive 
provision. 

Section 10(g) provides that the same limitations of section 10 applicable to 
the composition of the board of directors of a registered investment company 
shall apply to an advisory board. For example, not more than 60 percent of 
the members of an advisory board may be affiliated persons of the investment 
adviser under section 10(a) as made applicable by section 10(g). 

Through the use of an investment advisory “committee” or an advisory. “group 
of consultants” rather than a “board’’ and through the appointment on such 
committee or group of an officer or employee who does “serve such company in 
any other capacity,” it has been contended that the resulting committee or 
group is not an “advisory board” within the terms of section 2(a)(1) and, con- 
sequently, that the limitations of section 10(g) do not apply. If this were true 
it would be simple for an investment company to avoid having its advisory com- 
mittee deemed an “advisory board” within the meaning of the act. Thus, persons 
in an advisory position with the investment company and who should be con- 
sidered “affiliated persons” of the investment company would not be so con- 
sidered and would not be subject to such important provisions of the act as 
those contained in section 10(f) and section 17 relating generally to prohibitions 
with respect to transactions by an investment company involving an affiliated 
person. Whether or not an “advisory board” exists would in this manner rest 
entirely within the discretion of the investment company. 

Although the Commission has handled this problem administratively by insist- 
ing that a company may not represent in its prospectus that it has an “advisory 
board,” or its equivalent, unless the board actually meets the definition of section 


2(a)(1), the statute should be amended to make it more workable and mean- 
ingful. 
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It is also to be noted that because the present definition of advisory board jp 
the statute refers to a board “which is composed solely of persons who do not 
serve such company in any other capacity,” the membership of such a board 
is in effect subject to greater statutory restrictions than the membership of the 
board of directors. 

Remedy in the bill——This change would bring all investment advisory boards, 
committees and groups within the definition of ‘advisory board.” Under section 
10(g), the same limitations applicable to the board of directors of the inyegt. 
ment company would be applicable to the members of such advisory boards. 
There appears to be no sound reason for an advisory board, which has only 
advisory functions, to have any greater quantum of independent directors than 
the board of directors itself which has the actual power to make decisions ang 
take action. 

On the other hand there would be a specific exclusion for committees composeq 
solely of directors, officers, or employees of an investment company or of its jp. 
vestment adviser. There is no intention that such management or executive 
committees be affected by the provisions applicable to advisory boards. 


Section 2.—Definition of “depositor” of an unincorporated investment company 
Present law.—The term “depositor” is not defined in the statute. 
Problem.—The term “depositor” is used in various sections of the act, includ. 

ing sections 2(a) (3), T(b), 9(a), 10(b), 26 and 27. Although the meaning of 
“depositor” is ascertainable from the context in which it is used and may algo 
be derived from the legislative history of the act, it would seem advisable 
to have an express definition of the term. The word was most frequently used, 
prior to the enactment of the statute, to describe the person or company causing 
the formation of a fixed trust or semifixed trust during the period when these 
types of investment trusts were popular. It is used in the statute to describe 
the person or company promoting, sponsoring, or administering any unincorpo- 
rated fund or trust constituting an investment company, or who as sponsor 
or manager of such fund or trust deposits portfolio assets with the trustee or 
custodian of the fund or trust or who may direct the deposit of additional or 
substituted securities and the elimination of deposited securities. 

Remedy in the bill—The term would be defined as indicated above. Since 
a trustee or custodian designated in accordance with the provisions of section 
26 of the act may, in some cases, be responsible for one or more of such fune- 
tions, the definition would specifically exclude them. 


Section 3.—Definition of term “share of stock’”’ 


Present law.—The term “share of stock” is not defined in the statute. 

Problem.—Reference is made in several provisions of the act to shares of 
stock, stockholders, and to stock. Sections 12(d), 18(i), 23(b), and 30(d) 
contain such terms. While it is apparent that the statutory purpose cannot 
be avoided by designating a security by some other name, the question has 
arisen in a sufficient number of cases to suggest the advisability of making it 
expressly clear that the term “shares of stock” means any security similar in 
nature to an equity security. The term “security” as now defined includes certif- 
icates of beneficial interest, shares in a fund or trust, participation in profit- 
sharing arrangements, and investment contracts. 

The terms “stockholder” and “stock” would in effect be covered by the same 
proposed definition. 

Remedy in the bill—The term would be defined as meaning any security 
similar in nature to an equity security. 


Section 4.—Elimination of reference to the Philippine Islands and Alaska in the 
definition of ‘‘State”’ 

Present law.—Section 2(a) (37) of the act defines the term “State” to include 
any State of the United States and, in addition, among others, the Philippine 
Islands and Alaska. 

Problem.—The Philippine Islands are no longer a possession and Alaska is 
now a State. 

Remedy in the bill—The amendment would delete these references. 

Section 5.—Modification of exception from the act for company engaged in 
banking, insurance, small loans, factoring, discount, or real estate business 


Present law.—Section 3(c) (7) of the act provides an exception for “(7) Any 
company primarily engaged, directly or through majority-owned subsidiaries, in 
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one or more of the businesses described in paragraphs (3), (5), and (6), or in 
one or more of such businesses (from which not less than 25 per centum of 
such company’s gross Income during its last fiscal year was derived ) _together 
with an additional business or businesses other than investing, reinvesting, own- 
ing, holding, or trading in securities. ; 

Problem.—If taken literally, this section would provide an exception for a 
company primarily engaged, directly or through majority-owned subsidiaries. 
in one of the following : 

(a) The banking or insurance company business. Section 3(c) (3); or 

(b) The small loan business. Section 3(c) (5) ; or 

(c) The commercial discount, factoring, or real estate business. Section 

8(c) (6). 

Yet each of these provisions, that is, section 3(c) (3), (5) and (6), has a 
test which is greater than the test of “primarily engaged.” Section 3(c) (3), 
for example, refers to an insurance company, which in section 2(a)(17) is 
defined as a company, organized as an insurance company, whose “primary 
and predominant” business activity is writing insurance or reinsuring risks and 
which is supervised by a State official or agency. Section 3(c)(5) refers to 
a company “substantially all of whose business” is the small loan business. 
Section 3(c)(6) has the primary engagement test but excludes face-amount 
companies and periodic payment plans. 

The specific exceptions with their stricter tests are obviously the ones in- 
tended rather than the more generalized and indirect exception of section 
3(c)(7). This has been the Commission’s interpretation following ordinary 
rules of statutory construction. The section, however, should be revised to 
make this clear and yet carry out the intention to exempt a company which 
does business, directly or through majority-owned subsidiaries, in the financial 
fields of banking, insurance, small loans, factoring, and mortgages but which 
may fall within the definition of investment company under section 3(a) (3) 
because it deals in “securities” and “securities” constitute its major assets. 
On the other hand, where a company engages in a number of such activities 
and also engeges in the business of investing, reinvesting, owing, holding or 
trading in securities to a significant extent, it should not be entitled to the ex- 
ception of section 3(c)(7). This follows the approach taken in section 3(c) (5), 
the exception for small loan companies. 

Remedy in the bill—Section 3(c) (7) would be amended to limit the exception 
to a company substantially all of whose business consists of one or more of 
the businesses described in section 3(c) (3), (5) and (6) and to add a proviso 
to exclude face-amount companies and periodic payment plans in the case of 
section 3(c) (6) businesses. 


ee 


Section 6.—Modification of exception from the Act for a company, 90 percent 
or more of whose securities are those of single issuer of certain types 

Present law.—Section 3(c)(8) contains an exception for a company 90 per- 
cent or more of the value of whose investment securities are those of a single 
issuer included within a class of persons enumerated in section 3(c) (5), 
(6) or (7). 

Problem.—(1) One question this provision raises is whether this exception 
is intended to include a company holding securities of a bank or insurance 
company included in section 3(c)(3) by virtue of the reference to section 
8(c) (7) which in turn contains a reference to section 3(c) (3). It can be argued 
that if this were intended, then section 3(c)(3) should have been specified 
because paragraphs (5) and (6) were specifically stated in section 3(c) (8) 
and yet are also specified in section 3(c) (7). 

Remedy in the bill—(1) To remove this doubt, it is proposed to amend the 
section to include a specific reference to paragraph (3). 

Problem—(2) In addition, the Commission is doubtful whether the type of 
company excepted by section 3(c)(8) is entitled to an exemption from the act 
any more than a company all of whose security holdings are those of an in- 
dustrial or commercial corporation, but which could not qualify for an exemption 
under section 3(b)(1) or 3(b) (2) because not primarily engaged throuch such 
holdings in such industrial or commercial business. This seems to '« an un- 
warranted inconsistency. In both types of situations, the essential purpose of 
the company is that of investing in securities and deriving its earnings from 
that investment. It is to be distinguished from the holding company situation 
where the company is, in effect, engaged in a business through its controlled 
company. 
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Remedy in the bill—(2) It is proposed that section 3(c) (8) be modifieg to 
provide that the exception is only available where the single issuer whose stock 
is held by the holding company is also a company controlled by the holding 
company. 


Section 7—Modification of exception for company subject to regulation under the 
the Interstate Commerce Act 


Present law.—Section 3(c) (9) contains an exception from the act for any 
comipauy subject to regulation under the Interstate Commerce Act. : 

Problem.—The intent of section 3(a) (9) in providing an exception from the 
act ws to avoid subjecting a railroad or a railroad holding company to dygj 
regulation under both the Interstate Commerce Act and the Investment Company 
Act. As written the section may be used, and has been used, by companies 
which are essentially investment companies to escape the more pertinent, jf 
more pervasive, regulation under the Investment Company Act by subjecting 
themselves to the limited regulation under the Interstate Commerce Act designed 
for different purposes. 

In fact, regulation by both the SEC and the Interstate Commerce Commis. 
sion (ICC) of such a company which is primarily an investment company byt 
which is also the holder of railroad securities would involve little, if any, dupli- 
cation or conflict, and the burdens thereof, if any, would be minimal. It jg 
anomalous that section 3(c)(9) which was designed to protect stockholders 
of a railroad holding company against the possible burden of dual regulation 
can be used by the management of the company at its will, even though it jg 
essentially an investment company, to deprive these stockholders of the protec. 
tions and safeguards of the Investment Company Act. 

The most significant case in point is the Alleghany Corp. matter which is 
described in the Commission’s reports to the Congress for the fiscal years 
ended 1955 (pp. 101-102), 1956 (pp. 188-189) and 1957 (pp. 165-166). The 
bulk of the assets of this company has consisted of investment securities, ip- 
cluding a large investment in Investors Diversified Services, Inc., an investment 
company itself which controls or manages, directly and indirectly, $214 billion 
of investors’ funds. A relatively smaller investment of Alleghany Corp. has 
been its holdings of New York Central Railroad stock. Because of its control 
over the railroad, and in connection with a transaction involving the railroad 
system, Alleghany Corp. was deemed to be a “carrier” and subjected to certain 
regulation by the ICC under the Interstate Commerce Act. Thus, Alleghany 
became entitled to an exception from the Investment Company Act although its 
business by far was, and has been, that of an investment company. 

Remedy in the bill—lIt is proposed to modify section 3(c) (9) to provide that 
the exception shall not apply to a company which the Commission finds and by 
order declares to be primarily engaged in the business of investing, reinvesting, 
owning, holding, or trading in securities. 


Section 8—Clarification of exception for holding company registered under Public 
Utility Holding Company Act of 1935. 


€ 


Present law.—Section 3(c) (10) excepts any company from the definition of 
investment company if it has a registration in effect as a holding company under 
the Public Utility Holding Company Act of 1935. 

Problem.—This exception was necessary in view of the broad and detailed reg- 
ulation provided under that act. Certain public utility holding companies, 
although registered under that act, have obtained exemption from regulatory 
provisions of that act under section 3 thereof. To all intents and purposes such 
exempt holding companies are not subject to that act and are, therefore, not 
excepted from the Investment Company Act. The Commission, however, recom- 
mends that any possible question of the necessity for their registration under 
the Investment Company Act be removed. 

Remedy in the bill.—It is proposed to exclude from the exception for registered 
public utility holding companies, those which have been exempted under section 
3 of the Holding Company Act. 


Section 9—Change in a reference to another statute which has been amended 


Present law.—Section 3(c) (18) refers to section 165 of the Internal Revenue 
Code, as amended. 

Problem.—Section 165 has become section 401 of the Internal Revenue Code 
of 1954. This section of the code covers the subject of the requirements for 
qualified stock bonus, pension, and profit-sharing trusts. 

Remedy in the bill—The indicated substition is proposed. 
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Section 10-——Modification of definition of “diversified investment company” 


Present law.—Section 5(b) classifies management investment companies as 
diversified or nondiversified companies. This is necessary because certain sub- 
stantive requirements apply to diversified companies. For example, such com- 
panies may not change their policy and become nondiversified without a majority 
yote of stockholders. te z 

In order to qualify as a diversified company, at least 75 percent of the value 
of the total assets of a company must be represented by (a) cash and cash items ; 
(b) Government securities ; (¢) securtities of other investment companies ; and 
(d) other securities limited in respect of any one issuer to not more than 5 
percent of the value of the total assets of the investment company and 10 percent 
of the voting securities of such issuer. j 

Problem.—A company may have its entire portfolio or a major portion of its 

rtfolio in the securities of other investment companies. The extent of diversi- 
fication of the portfolio investment company in this case is significant. If the 
portfolio company is nondiversfied, the investing company is essenially non- 
diversified as well, although it would be technically classified as diversified. This 
result is one which was not intended. 

Remedy in the bill.—Section 5(b) (1) would be amended to provide that the 
securities of other investment companies which can be included within the 75 
percent of assets required to be diversified must be securities of diversified 
investment companies. 


Section 11—Elimination of references to the Philippines Islands and Alaska in 
certain exemptions from the act 

Present law.—Section 6(a) (1) exempts from the act companies organized and 
doing business in the Philippine Islands and Alaska so long as they sell none 
of their stock in any other State. 

Problem—The exemption is inappropriate since the Philippine Islands are 
no longer a possession and Alaska has become a State. 

Remedy in the biil—The indicated deletions are proposed. 


Section 12—Strengthening the provisions relating to the recitals of investment 
policy 

Present law.—Section 8(b) (1) requires every registered investment compan) 
to file a registration statement including a recital of the policy of the compan) 
regarding various important subjects. These involve such matters as diversifi 
cation, redeemability of its securities, borrowing money, concentration of invest 
ments in any particular industry, and making loans. Under section 13(a) these 
policies may not be changed unless authorized by a majority vote of the com- 
pany’s stockholders. 

Problem.—Omitted from the list of subjects as to which policies are to be 
declared by the investment company is the basic investment objectives and 
characteristics of the investment company despite the fact that this is one of 
the most significant factors for the public investor to consider. 

Whether an investment company is a balanced fund, a bond fund, or a com- 
mon stock fund is so important that financial publications and financial services 
analyzing or describing investment companies treat such companies in separate 
categories. Whether the investment company represents that its investment 
objective is primarily capital appreciation or income is of the same order of 
significance. Other primary investment objectives such as investments in con 
trolled companies, investments in special types of securities, or in particular 
geographical areas are also of great concern. 

Nevertheless, if a company does not choose to treat these objectives or char- 
acteristics as fundamental under section 8(b) (2), it may change its policy as 
to them without obtaining the consent or approval of its stockholders. 

Such subjects are of at least equal importance with the matters required to be 
stated under section 8(b)(1) and should therefore be required to be set forth 
as a statement of fundamental policy which cannot be changed without the 
consent of stockholders holding a majority of the stock. In recommending this 
legislation, it is not the intention of the Commission to impede management or 
restrict management beyond requiring the approval of stockholders for significant 
changes in investment policy. 

Remedy in the dill.—It is proposed to amend section 8(b) (2) to require a re- 
cital of policy in respect of the types of securities in which the company intends 
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to invest; investment objectives as to income or capital appreciation, if it in. 
tends to emphasize such objectives; geographical areas of investment, if any: 
and investment for control or management. Appropriate reservation of freedom 
to invest in so-called defensive securities may be made under the amendment, 

An accompanying amendment is proposed in section 13(a) (3) to prohibit any 
change or deviation from the statement of policy in this regard without a ma- 
jority vote of stockholders. See section 16 herein. 


Section 13—Strengthening provisions relating to affiliations of directors and 
requiring certain percentage of independent directors 

Present law.—Section 10 (a), (b) and (c) have the general purpose of aggyp. 
ing that an investment company will have a certain number of “independent” 
directors on the board of directors. Section 10(a) is designed to assure that at 
least 40 percent of the members of the board will be persons who have no pecy- 
niary interest in the management of the investment company and who are not 
part of its operational staff. Thus, this section provides that not more than 60 
percent of the directors shall be officers, employees, or investment advisers of 
the investment company, or affiliated persons of an investment adviser of the 
investment company. 

Section 10(b) goes further in providing that a majority of the board may not 
be directors who are regular brokers or principal underwriters of the investment 
company or who are investment bankers. These provisions also cover affiliate 
persons of these persons. Section 10(c) provides that a majority of the board 
may not be officers or directors of any one bank. 

Problem.—Despite the elaborate limitations of these provisions, because of 
the limited scope of section 10(a) and the fact that sections 10(a) and 10(p) 
are not keyed together, it is possible to have a board composed of no “inde. 
pendent” directors. For example, a board of five members could consist of 
three officers and two regular brokers for the company, or three officers and two 
principal underwriters for the company, or three officers and two 4.9 percent 
stockholders of the investment adviser, or three officers and two controlling 
persons of the investment company. Other variations are possible. The legis. 
lative history makes it clear that it was intended that there be a few dis. 
interested directors to act as “watchdogs” over the conduct of management. 

Stockholders of the investment adviser, including those with less than a 5 
percent interest, regular brokers and principal underwriters for the investment 
company and contolling or controlled persons of the investment company, ad- 
viser, and underwriter and their affiliates are so closely related to the manage- 
ment that they cannot be deemed to be truly disinterested. They normally have 
a personal stake in the management and can hardly be considered to be “inde- 
pendent” directors. 

In order to effectuate fully the policy of section 10(a), the above-mentioned 
classes and their affiliated persons should be placed in the same category as 
officers, employees, and the investment adviser of the investment company, In 
recognition of the view that regular brokers for the company may not be as 
closely related to the management of the company as the other persons mentioned, 
the Commission believes that a lesser limitation may be imposed as to them. 
In addition, a director of a controlling or controlled company should not be 
deemed a “management” director merely because of his directorship since he 
may be, in fact, one of the “independent” directors who is also selected ag one 
of the “independent” directors of a parent or subsidiary company. 

Remedy in the bill—The proposed amendment places in the 60 percent cate- 
gory, along with officers, employees, and the investment adviser, the persons 
mentioned above except regular brokers and their affiliated persons. It then 
provides that such persons together with regular brokers and their affiliated 
persons may not exceed 80 percent of the membership of the board. Thus, at 
least, 1 person of a board of 5 or less and at least 2 persons of a board from 6 to 
10 would have to be individuals other than those named above. 


Section 14.—Clarification of status of underwriter subsidiary of investment 
company 
Present law.—Section 12(d) prohibits an investment company from making 
certain acquisitions of securities of (1) any other investment company, (2) any 
insurance company or (3) any broker, dealer, underwriter, or investment adviser. 
An exception is permitted in the case of persons named in paragraph (3) pre 
vided that the company is (A) a corporation all the securities of which are 
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owned by one or more registered investment companies and (B) is primarily 
engaged in the underwriting or brokerage business. Concomitant with this ex- 
ception, exceptions have also been incorporated in provisions dealing with trans- 
actions of affiliated persons: sections 10(f), 17(a), and 17(d). 

Section 10(f) prohibits an investment company from buying a security during 
the existence of an underwriting syndicate, where certain affiliated persons are 
acting as principal underwriter of such security. Excepted from the category 
of principal underwriter is a company of the character described in section 
12(d) (3) (A) and (B). Section 17(a) prohibits purchases and sales of se- 
eurities between affiliated persons and an investment company and certain 
porrowings. Section 17(d) covers transactions in which affiliated persons and 
an investment company are joint or joint and several participants. A section 
12(d)(3) (A) and (B) company is also specifically excepted from these sections. 

Problem.—These exclusions, however, appear to extend further than intended. 
An underwriter subsidiary should of course be able to deal with its parent com- 
panies either during the course of an underwriting (10(f)) or by purchase and 
sale of securities (17(a)) or in a joint venture (17(d)). However, the exclu- 
sion of the underwriter subsidiary from these sections is expressed in absolute 
terms and, if literally taken, might be said to exclude from the purview of 
sections 10(f), 17(a) and 17(d) transactions between the underwriter sub- 
sidiary and a registered investment company which is not its parent but affili- 
ated in some other manner. There is no logical reason for the exclusion to go 
this far. In addition, the absolute terms of the exclusion also raises the ques- 
tion as to whether affiliated persons of the underwriter subsidiary fall within 
the category of affiliated persons of an affiliated person of a registered invest- 
ment company and thus subject to the prohibitions of sections 17(a) and 17(d). 
This would be a meaningless exclusion, No rational ground appears for dis- 
tinguishing such affiliated persons from affiliated persons of other types of 
subsidiaries of the investment company who are admittedly covered by the 
language of sections 17(a) and 17(d). 

It would appear appropriate that any questions of interpretation such as 
indicated above be resolved by expressing the policy and intention of the 
statute in clear terms. The suggested amendments to sections 10(f), 17(a), and 
17(d), it is believed will do this and will still afford to underwriter subsi- 
diaries of investment companies the appropriate exemptions they are entitled 
to have. 

Remedy in the bills.—Section 10(f) would be amended to limit the exclusion 
of the underwriter subsidiary only when the registered investment company 
involved is a parent of the underwriter subsidiary. Section 17(a) would be 
amended by deleting references therein to the underwriter subsidiary and a 
new paragraph would be added to section 17(c) to permit specifically the under- 
writer subsidiary to deal with its parent investment company. See sections 
17 and 18 herein. Section 17(d) would be amended in a similar manner. See 
section 19 herein. 


Section 15.—Clarification of status of depositor of an unincorporated invest- 
ment company as its investment adviser or principal underwriter 

Present laws.—Section 10(h) provides in general that the requirements of 
sections 10(a) and 10(b), which contain certain limitations as to the com- 
position of a board of directors of an investment company, shall apply to the 
board of directors of the depositor of an unincorporated investment company. 

Problem.—Under sections 10(a) and 10(b)(2) only a limited number of di- 
rectors of an investment company may also be directors of its investment ad- 
viser or principal underwriter. If this limitation applied to the board of 
directors of a depositor in literal terms obviously a depositor could not also 
be investment adviser or principal underwriter. This result was not intended 
and has been administratively so interpreted. An amendment to make this 
clear appears appropriate. 

Remedy in the bi’l—Under the proposed bill, if the depositor is investment 
adviser, then the 60 percent limitation would apply to officers and employees 
and persons affiliated with the depositor otherwise than as a director. If the 
depositor is not investment adviser, then the limitations would apply fully, 
placing directors of the investment adviser in the 60 percent category insofar 
as the board of the depositor is concerned. 

If the depositor is principal underwriter, a majority of its board should not 
be officers or employees or persons affiliated with the depositor otherwise than 
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as a director. This would comply with the purpose of section 10(b) (2), It 
the depositor is not principal underwriter then the provisions of Section 
10(b) (2) should apply fully; thus a majority of the depositor’s board could 
not be officers, employees or directors of the principal underwriter. 


Section 16.—Modification of provisions regarding changes in policy 
See section 12 above. 


Sections 17, 18, and 19.—Modification of underwriter subsidiary provision 
See section 14 above. 


Section 20.—Revision of custody provision to provide that “bank custodianship” 
shall include holding of cash assets 


Present law.—Under section 17(f), an investment company of the manage 
ment type must place its securities and investments (1) in the custody of a bank, 
(2) in the custody of a stock exchange firm subject to rules prescribed by the 
Commission, or (3) in its own custody subject to rules or orders prescribed py 
the Commission. If a company chooses to retain the custody of its securities, it 
must deposit them with a bank for safekeeping, subject to certain rules ag to 
access, earmarking and inspection. 

Problem.—If a company chooses to turn over custody of its securities angq 
similar investments to a bank, something more than safekeeping and access 
upon the mere receipt of company officials must have been intended and this 
has been the Commission’s position. In other words, custody of a bank has 
signified that not only the company’s portfolio securities but the proceeds of 
those securities are in the bank’s hands. Anything less than that would mea 
that bank custodianship existed only at the desire of the company officials with 
access to the securities or with power to direct their disposition and was tanta. 
mount to a safekeeping agreement. 

In fact, however, this kind of bank custodianship does not go far enough, 
If 2 company wishes to choose a bank’s custodianship as the method for maip. 
taining its portfolio securities, all of its cash assets, including proceeds from 
the sale of its own securities and income on its holdings, should also be held by 
the bank subject to appropriate directions as to expenditures and dispositions 
by proper company officials. Most investment companies which use bank cng. 
todianship provide for the keeping of all cash receipts by the bank. Some 
States insist upon this complete bank custodianship as a prerequisite to the 
sale of securities within the State. It appears to the Commission that if an 
investment company desires to obtain the advantage of representing that it has 
bank custodianship, the protection afforded should be complete. 

Remedy in the bill.—It is proposed to add a sentence to section 17(f) to pro 
vide that if an investment company maintains its securities with a bank, all 
eash assets shall likewise be kept in such custody. A proviso would permit an 
operating checking account, for convenience, in an amount not to exceed the 
fidelity bond required under section 17(g) of the act. The section also should 
be clarified to state that more than one bank may act as custodian. 


Section 21.—Clarification and extension of investment policy recital require. 
ments relating to companies issuing special series or classes of stock 


Present law.—Section 18(f)(2) permits an open-end company to have classes 
or series of stock, each of which has an interest in specific assets allocated to 
such class or series. There is no specific requirement in section 8(b) fora 
recital of policy in respect of each class or series of stock and it is not clear 
whether a change in policy as to any particular class must be approved by the 
stockholders of that class or by all stockholders of the company. 

Problem.—lIn effect this type of corporation comprises a number of individual 
funds, with each share issued by the company having an interest in only one 
of such funds. Each fund has its own investment objectives and characteristics 
and is, in effect, for investment purposes, a separate entity. Moreover, it is 
anomalous to consider such a company as diversified unless the assets allocated 
to each series are diversified. Since each of these “funds” has its own invest- 
ment policies, it would be reasonable to treat each “fund” separately under 
sections 8(b) and 13. Thus, the policies stated for each series or class of stoek 


would be changed solely by a majority vote of those stockholders affected 
by the change. 


Remedy in the bill. 
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series or class of stock in accordance with section 8(b)(1) and (2), and any 
change in policy would have to be authorized solely by the majority vote of 
holders of such series or class of stock. 


Section 22—Tightening provisions relating to cross-ownership and circular- 
ownership 

Present law.—Section 20(d) makes it the duty of an investment company to 
eliminate, within 5 years after the effective date of the act, “cross-ownership” 
or “circular-ownership” existing on the effective date of the act. Thereafter, if 
cross-ownership or circular-ownership comes into existence “upon the purchase 
py a registered company of the securities of another company,” the investment 
company has the duty to eliminate such cross-ownership or circular-ownership 
within 1 year after it knows of its existence. 

Problem.—It is not adequate to require an investment company to eliminate 
only those cross-holdings caused by its own purchase of the securities of an- 
other company, since a company controlled through stock ownership by an 
investment company might contend that it can buy securities of the investment 
company with impunity. This would negate the objectives of this section of 
the act. While section 48(a), which makes it unlawful for a controlling per- 
son to cause to be done any act which would be unlawful for such person to do, 
might be invoked in this case, it would seem appropriate to amend section 
20(b) to prohibit expressly such action by a controlled company. 

Remedy in the bill—The bill would amend section 20(d) to require the 
elimination of cross-ownership or circular-ownership created by a controlled 
company. 


Section 23—Correction of provision relating to sales of stock by closed-end 
company below net asset value with consent of stockholders 

Present law.—Section 23(b) prohibits the sale of stock of a closed-end invest- 
ment company at a price below the current net asset value “except... (2) with 
the consent of a majority of its common stockholders ... .” 

Problem.—From the content of the statute, it is clear that the language should 
read “with the consent of the holders of a majority of its common stock.” 

Remedy in the bill—The correct phrase would be substituted for the present 
one. 


Section 24—Providing limitations on holdings of common and preferred stock 
by face-amount certificate companies 

Present law.—A face-amount certificate company may be briefly described 
as an investment company engaged in the business of selling its own unsecured 
debentures or debt obligations on the installment basis. The proceeds are 
invested and used, together with increments, to pay the obligations at maturity. 

Section 28(b) requires a face-amount certificate company to have cash or 
qualified investments equal to its capital stock requirements and certificate 
reserves. Qualified investments are those “of a kind’ permitted under the Dis- 
trict of Columbia Code for insurance companies and such other investments as 
the Commission may authorize. Since life insurance companies may purchase 
common and preferred stocks under the District Code, if they meet certain 
tests, face-amount certificate companies may also purchase such securities. The 
act places no limitation on the proportion of common or preferred stock that 
face-amount certificate companies may acquire. 

Problem.—The face-amount certificate companies studied by the Commission 
prior to 1940 invested in real estate mortgages and high grade corporate bonds 
and preferred stock in view of the fixed obligations they undertook to pay at 
maturity. The failure to place a limitation on the amount of common stock 
or preferred stock that such companies may acquire would seem to have been 
an unintentional omission. The entire thrust of the provisions of section 28 is 
to assure that the company will be able to meet its liabilities. This is not only 
shown by the legislative history of the act, but is evident from the very elaborate 
provisions of section 28 itself requiring the maintenance of reserves and requir- 
ing their computation on the basis of a rate of accumulation limited to not more 
than 3% percent per annum. To make these requirements meaningful, a limita- 
tion on the proportion of common and preferred stock which may be maintained 
as part of the reserve is required. It would be contrary to the purpose of the 
act to permit face-amount companies to invest in the more speculative types of 
securities such as common stocks to any appreciable extent. 
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The Commission has considered the views of one of the face-amount eo, 
panies registered under the act which would be seriously affected by a stringent 
restriction on investment in common stock. This company issues face-amount 
certificates of the installment type in series which provide (1) for a fixed obliga. 
tion at the end of a 10-year period to pay an amount approximately equa] to 
the amount paid to the company by the holder and (2) for a participation iy the 
income and possible profits derived from the funds paid in. It is an integra] 
part of the company’s purpose and structure that a portion of its funds be jp. 
vested in stocks to provide for income and possible capital appreciation, The 
recommended amendment to section 28, discussed below, would provide reason- 
able limitations upon stock investments by face-amount companies; but would 
not impair the arrangement adopted by this face-amount company. 

Remedy in the bill—Two approaches were taken to the problem. Based upon 
analogy to the insurance field, an overall limitation of 10 percent of the certig. 
cate reserves has been suggested as to common stock and 25 percent as to pre- 
ferred stock. Some flexibility is thereby accorded to the company in its jp. 
vestment program but most of the speculative element is eliminated by limit. 
ing the amount of investment in equity securities. In addition, by analogy to 
the restrictions in section 18 of the act applicable to closed-end companies, jt 
is believed that additional common stock investments may be warranted where 
there is asset coverage protection furnished by the capital, or stockholders’ 
equity. An asset coverage equal to 200 percent was selected rather than the 
300 percent figure used in section 18(a) (1) because of the additional limitations 
imposed by the District of Columbia Code applicable under section 28(b). These 
additional limitations of the Code relate to earnings and dividends tests which 
must be met by the common stock before it may be acquired. 

Therefore, it is provided that certificate reserves may also include common 
stock investments in an amount equal to 100 percent of the stockholders’ equity 
in the company represented by assets consisting of cash or qualified investments, 
In addition, since the same degree of protection would be afforded, it is algo 
provided that to the extent that the stockholders’ equity consists of cash or 
qualified investments other than common stocks or similar equity securities, 
the required certificate reserves may include common stock investments equal 
to 100 percent of such assets. Where certificate reserves and assets are sepa- 
rately allocated for series of certificates, the 10 percent and 25 percent overall 
percentage limitations would apply to each series which is in effect a separate 
fund. On the other hand, since the stockholders’ equity is a cushion of security 
for each certificate issued by the company regardless of its series, more flexi- 
bility may be permitted in allocating the amount of common stock investments 
made pursuant to the asset coverage test. To guard against undue speculation 
in any series of certificates, a limitation of 30 percent applicable to each series 
is suggested. 

Sections 25 and 26 would change the references in section 48(a) and 44 to 
the Judicial Code to reflect redesignation of these provisions in the United 
States Code. 

Section 27—Effective date for proposed amendments 

Since presently registered investment companies may need some time to com- 
ply with the amendments to sections 5, 8(b) (2), and 18(f) (2), it is proposed 
that these sections would not become effective until 6 months after the date of 
enactment of the bill. In addition, it is provided that the terms of section 
28(b)(2) would not apply to series of face-amount certificates outstanding 
prior to the enactment of this section, where the reserve requirements of such 
series are maintained separately. This would avoid any retroactive effect of 
th limitations of this section to face-amount certificate companies which have 
sold series of such certificates on the representation that the holders would 
participate in the earnings to be realized from a separate fund of investments, 
including, among other things, common stocks without any limit as to the 
amount thereof specified in the statue. In all other respects, the amendments 
would be effective upon enactment of the bill. 
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[February 1959] 


COMPARATIVE PRINT OF PROPOSED AMENDMENTS TO THE INVESTMENT COMPANY 
Act oF 1940 


[Deletions in brackets ; additions in italics] 


Section 1 would amend paragraph (1) of section 2(a) of the Investment 
Company Act of 1940, as amended, as follows: 

“(a) When used in this title, unless the context otherwise requires— 

“(1) ‘Advisory board’ means a board, committee or group, whether elected or 
appointed, which is distinct from the board of directors or board of trustees, of 
an investment company, [and which is composed solely of persons who do not 
serve such company in any other capacity,] whether or not the functions of 
such board are such as to render its members “directors” within the definition 
of that term, which board has advisory functions as to investments but has no 
power to determine that any security or other investment shall be purchased or 
sold by such company, but shall not include a board, committee or group com- 
posed solely of directors, officers and employees of such company and invest- 
ment advisers and officers, directors, partners or employees of any investment 
adviser of such company, or any of them.” 

Section 2 would amend paragraph (11) of section 2(a) of the Investment 
Company Act of 1940, as amended, by adding a new paragraph to be designated 
as paragraph (11A), as follows: 

“(41A) ‘Depositor’ means any person who has promoted or is promoting an 
investment company not having a board of directors, or his successor, or who 
has administrative functions relating to such company, including the power to 
eliminate or substitute portfolio securities under the instrument of organiza- 
tion of such company but does not include a person whose functions as a de- 
positor have been assumed by a successor, or a trustee or custodian of such 
company designated in accordance with the provisions of section 26 of this title.” 

Section 3 would amend paragraph (35) of section 2(a) of the Investment 
Company Act of 1940, as amended, by adding a new paragraph to be designated 
as paragraph (35A), as follows: 

“(35A) ‘Share of stock’ means any security similar in nature to an equity 
security.” 

Section 4 would amend paragraph (37) of section 2(a) of the Investment 
Company Act of 1940, as amended, as follows: 

“(37) ‘State’ means any state of the United States, the District of Colum- 
bia, [Alaska,] Hawaii, Puerto Rico, [the Philippine Islands,] the Canal Zone, 
the Virgin Islands, or any other possession of the United States.” 

Section 5 would amend paragraph (7) of subsection (¢c) of section 3 of the 
Investment Company Act of 1940, as amended, as follows: 

“(e) Notwithstanding subsections (a) and (b), none of the following per- 
sons is an investment company within the meaning of this title: 

. * * * * * * 


“(7) Any company [primarily engaged] substantially all of whose business, 
directly or through majority-owned subsidiaries, consists of [in] one or more 
of the businesses described in paragraphs (3), (5), and (6), or [in] one 
or more of such businesses (from which not less than 25 per centum of such 
company’s gross income during its last fiscal year was derived) together 
with an additional business or businesses other than investing, reinvesting, 
owning, holding or trading in securities; Provided, that, if such company or 
any majority-owned subsidiary is engaged in one or more of the businesses 
described in paragraph (6), such company or subsidiary is not engaged in the 
business of issuing face-amount certificates of the installment type or periodic 
payment plan certificate.” 

Section 6 would amend paragraph (8) of section 3(c) of the Investment Com- 
pany Act of 1940, as amended, as follows: 

“(8) Any company 90 per centum or more of the value of whose investment 
securities are represented by securities of a single issuer included within a 
class of persons enumerated in paragraphs (3), (5), (6), or (7) [LJ], which 
issuer is controlled by such company within the meaning of section 2(a) (9).” 

Section 7 would amend paragraph (9) of subsection (c) of section 3 of the 
Investment Company Act of 1940, as amended, to read as follows: 








132 SECURITIES ACTS AMENDMENTS, 1959 


“(9) Any company (A) which is subject to regulation under the Interstg 
Commerce Act [or any company whose entire outstanding capital Stock jg 
owned or controlled by such a company :] Provided, That this exception shall 
not apply to a company which the Commission finds and by order declares 
to be primarily engaged, directly or indirectly, in the business of investing 
reinvesting, owning, holding or trading in securities: or (B) whose entire out. 
standing stock is owned or controlled by a company excepted under clause (A) 
hereof: Provided, That the assets of the controlled company consist substan. 
tially of securities issued by companies which are subject to regulation under 
the Interstate Commerce Act.” 

Section 8 would amend paragraph (10) of section 3(c) of the Investment 
Company Act of 1940, as amended, as follows: 

“(10) Any company with a registration in effect as a holding company under 
the Public Utility Holding Company Act of 1935 [.]; Provided, that such reg- 
istered company has not veen exempted pursuant to section 3 of that Act.” 

Section 9 would amend paragraph (13) of section 3(c) of the Investment Com. 
pany Act of 1940, as amended, as follows: 

“(13) Any employees’ stock bonus, pension, or profit-sharing trust which meets 
the [conditions of section 165 of the Internal Revenue Code, as amended] re- 
quirements of section 401 of the Internal Revenue Code of 1954, as amended.” 

Section 10 would amend paragraph (1) of section 5(b) of the Investment Com. 
pany Act of 1940, as amended, as follows: 

“(1) ‘Diversified company’ means a management company which meets the 
following requirements: At least 75 per centum of the value of its total assets is 
represented by cash and cash items (including receivables), Government securi- 
ties, securities of other diversified investment companies, and other securities 
for the purposes of this calculation limited in respect of any one issuer to an 
amount not greater in value than 5 per centum of the value of the total assets 
of such management company and to not more than 10 per centum of the out- 
standing voting securities of such issuer.” 

Section 11 would amend paragraph (1) of subsection (a) of section 6 of the 
Investment Company Act of 1940, as amended, as follows: 

“(a) The following investment companies are exempt from the provisions of 
this title: 

“(1) Any company organized or otherwise created under the laws of and 
having its principal office and place of business in [Alaska,] Hawaii, Puerto 
Rico, [the Philippine Islands,] the Canal Zone, the Virgin Islands, or any other 
possession of the United States; but such exemption shall terminate if any se- 
curity of which such company is the issuer is offered for sale or sold after the 
effective date of this title, by such company or an underwriter therefor, to a 
resident of any State other than the State in which such company is organized. 

Section 12 would amend paragraph (2) of subsection (b) of section 8 of the 
Investment Company Act of 1940, as amended, as follows: 

“(b) Every registered investment company shall file with the Commission, 
within such reasonable time after registration as the Commission shall fix by 
rules and regulations, an original and such copies of a registration statement, 
in such form and containing such of the following information and documents 
as the Commission shall by rule and regulations prescribe as necessary or ap- 
propriate in the public interest or for the protection of investors: 


* * ™ * * * . 


(2) a recital of the investment policy of the registrant, which may, if it de- 
sires, make appropriate reservations of freedom of action for the protection of 
investors, in respect of (A) the extent to which it intends generally to invest in 
bonds or other obligations, preferred stocks, common stocks, or any one or more 
of any class or type of securities; (B) objectives as to income, preservation of 
canital or capital appreciation, if registrant represents that it will place emphasis 
on any one or more of such objectives; (C) the extent of investments to be 
made in issuers located or operating in particular geographical areas, if regis- 
trant represents that its investments will be so limited; (D) investment in com- 
panies for the purpose of exercising control or management; and (#) matters, 
not ennmerated above or in paragraph (1), which the registrant deems matters 
of fundamental policy and elects to treat as such ;” 

Section 13 would amend subsection (a) of section 10 of the Investment Com- 
pany Act of 1940, as amended, as follows: 
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“(qa) After one year from the effective date of this title, no registered invest- 
ment company shall have a board of directors more than 60 per centum of the 
members of which are persons who are investment advisers of, affiliated persons 
or stockholders of an investment adviser of, or officers or employees of, such 
registered company [.] or who are principal underwriters of, or persons control- 
ling such registered company, or affiliated persons of such underwriters or 
afiliated persons (other than solely as directors) of controlling or controlled 

ersons of such registered company, or shall have a board of directors more 
than 80 per centum of the members of which are the persons mentioned above 
and regular brokers of the company or affiliated persons of such brokers. 

Section 14 would amend subsection (f) of section 10 of the Investment Com- 
pany Act of 1940, as amended, as follows: : 

“(f) No registered investment company shall knowingly purchase or otherwise 
acquire, during the existence of any underwriting or selling syndicate, any 
security (except a security of which such company is the issuer) a principal 
underwriter of which is an officer, director, member of an advisory board, 
investment adviser, or employee of such registered company, or is a person 
(other than a company of the character described in section 12(d) (3) (A) and 
(B), voting securities of which ure owned by such registered company) of 
which any such officer, director, member of an advisory board, investment ad- 
yiser, or employee is an affiliated person, unless in acquiring such security such 
registered company is itself acting as a principal underwriter for the issuer. 
The Commission, by rules and regulations upon its own motion or by order 
upon application, may conditionally or unconditionally exempt any transaction 
or classes of transactions from any of the provisions of this subsection, if and 
to the extent that such exemption is consistent with the protection of investors.” 

Section 15 would amend subsection (h) of section 10 of the Investment 
Company Act of 1940, as amended, as follows : 

“(h) In the case of a registered management company which is an unincor- 
porated company not having a board of directors, the provisions of this section 
shall apply as follows: 

“(1) the provisions of subsection (a), as modified by subsection (e), 
shall apply to the board of directors of the depositor of such company: 
Provided, That where the depositor acts as investment adviser to such com- 
pany, a person who is an affiliated person of the depositor only by reason 
of being a director thereof shall not thereby be considered to be an affiliated 
person of an investment adviser of such company for the purposes of this 
subsection ; 

“(2) the provisions of subsections (b) and (c), as modified by subsec- 
tion (e), shall apply to the board of directors of the depositor and of every 
investment adviser of such company: Provided, That where the depositor acts 
as a principal underwriter of securities issued by such company, a person 
who is an affiliated person of the depositor only by reason of being a di- 
rector thereof shall not thereby be considered to be an affiliated person of 
a principal underwriter of such company for the purposes of this subsection; 
and 

(3) the provisions of subsection (f) shall apply to purchases and other 
acquisitions for the account of such company of securities a principal under- 
writer of which is the depositor or an investment adviser of such com- 
pany, or an affiliated person of such depositor or investment adviser.” 

Section 16 would amend paragraph 3 of subsection (a) of section 13 of the 
Investment Company Act of 1940, as amended, as follows: 

“(a) No registered investment company shall, unless authorized by the vote 
of a majority of its outstanding voting securities— 

f * = « + * * 


“(3) deviate from its policy in respect of concentration of investments 
in any particular industry or group of industries as recited in its registration 
statement, or deviate from any investment policy or any other fundamental 
policy recited in its registration statement pursuant to section 8(b) (2) : or” 

Section 17 would amend the introductory paragraph of section 17(a) of the 
Investment Company Act of 1940, as amended, as follows: 

“Sec, 17. (a) It shall be unlawful for any affiliated person or promoter of or 
principal underwriter for a registered investment company [other than a com- 
pany of the character described in section 12(a)(3)(A) and (B) )], or any 
affiliated person of such a person, promoter, or principal underwriter, acting as 
principal—” 
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Section 18 would amend subsection (c) of section 17 of the Investment Com. 
pany Act of 1940, as amended, as follows: 

“(c) Notwithstanding subsection (a)— 

(1) a person may, in the ordinary course of business, sell to or purchase 
from any company merchandise or may enter into a lessor-lessee relations 
with any person and furnish the services incident thereto [.J; 

“(2) @ company described in section 12(d)(3) (A) and (B) may pur. 
chase from and sell securities or other property to the registered investmen 
company or companies which own its voting securities or may borrow money 
or other property from such registered company or convpanies.” 

Section 19 would amend subsection (d) of section 17 of the Investment Cop. 
pany Act of 1940, as amended, as follows: 

“(d) It shall be unlawful for any affiliated person of or principal underwriter 
for a registered investment company [(other than a company of the character 
described in section 12(d)(3) (A) and (B))], or any affiliated person of such 
a person or principal underwriter, acting as principal to effect any transaction 
in which such registered company, or a company controlled by such registereg 
company, is a joint or a joint and several participant with such person, principal 
underwriter, or affiliated person, in contravention of such rules and regulations 
as the Commission may prescribe for the purpose of limiting or preventing par- 
ticipation by such registered or controlled company on a basis different from or 
less advantageous than that of such other participant. Nothing contained in this 
subsection shall be deemed to preclude any affiliated person from acting as mana. 
ger of any underwriting syndicate or other group in which such registered or 
controlled company is a participant and receiving compensation therefor CL): 
nor shall it preclude a company described in section 12(d)(3) (A) and (B) from 
effecting any transaction because of the joint or joint and several participation 
A the registered investment company or companies which own its voting securi. 
wes. 


hip 


Section 20 would amend subsection (f) of section 17 of the Investment Com- 
pany Act of 1940, as amended, as follows: 

“(f) Every registered management company shall place and maintain its 
securities and similar investments in the custody of: (1) A bank or banks 
having the qualifications prescribed in paragraph (1) of section 26(a) for the 
trustees of unit investment trusts; or (2) a company which is a member of a 
national securities exchange as defined in the Securities Exchange Act of 1934, 
subject to such rules and regulations as the Commission may from time to time 
prescribe for the protection of investors; and (3) such registered company, but 
only in accordance with such rules and regulations or orders as the Commission 
may from time to time prescribe for the protection of investors. Rules, regula- 
tions and orders of the Commission under this subsection, among other things, 
may make appropriate provision with respect to such matters as the earmarking, 
segregation, and hypothecation of such securities and investments, and may 
provide for or require periodic or other inspections by any or all of the follow- 
ing: Independent public accountants, employees and agents of the Commission, 
and such other persons as the Commission may designate. No such member 
which trades in securities for its own account may act as custodian except in 
accordance with rules and regulations prescribed by the Commission for the 
protection of investors. Jf @ registered company maintains its securities and 
similar investments in the custody of a qualified bank or banks, the cash 
proceeds from the sale of such securities and similar investments and other cash 
assets of the company shall likewise be kept in the custody of such a bank or 
banks; provided that such a registered company may maintain an operating 
account in a bank or banks having the qualifications prescribed in paragraph 
(1) of section 26(a) for the trustees of unit investment trusts with the balance 
of such account or the aggregate balances of such accounts at no time of the 
amount of the fidelity bond, pursuant to section 17(g) of the Act, covering the 
officers or employees authorized to draw on such account or accounts.” 

Section 21 would amend paragraph (2) of section 18(f) of the Investment 
Company Act of 1940, as amended, as follows: 

“(2) ‘Senior security’ shall not, in the case of a registered open-end company 
include a class or classes or a number of series of preferred or special stock each 
of which is preferred over all other classes or series in respect of assets spe 
cifically allocated to that class or series: Provided, (A) That such company has 
outstanding no class or series of stock which is not so preferred over all other 
classes or series; or (B) that the only other outstanding class of the issuer's 
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stock consists of a common stock upon which no dividend (other than a liquidat- 
ing dividend) is permitted to be paid and which in the aggregate represents not 
more than one-half of 1 per centum of the issuer’s outstanding voting securities 
C1: and (C) that such company files a recital of policy in respect of each class 
or serics in accordance with the provisions of section 8( b) (1) and (2) of this 
title. Notwithstanding the provisions of section 13(a), @ change or deviation 
in policy in respect of any class or series of preferred or special stock may be 
quthorized by the vote of the holders of a majority of the stock of each class or 
series.” , ar pas 

Section 22 would amend subsection (d) of section 20 of the Investment 
Company Act of 194( , as amended, as follows : : , 

“(d) If on the effective date of this title cross-ownership or circular owner- 
ship exists between a registered investment company and any other compan) 
or companies, it shall be the duty of such registered company, within 5 years 
after such effective date, to eliminate such cross-ownership or circular owner 
ship. If at any time after the effective date of this title cross-ownership 01 
dreular ownership between a registered investment company and any other 
company or companies comes into existence upon the purchase by a registered 
investment company of the securities of another company or upon the purchas: 
by acompany controlled by the registered investment company of the securities 
of such registered company or another company, it shall be the duty of such 
registered company, within one year after it first knows of the existence of such 
cross-ownership or circular ownership, to eliminate the same.” 

Section 23 would amend subsection (b) of section 23 of the Investment Con 
pany Act of 1940, as amended, as follows: 

“(b) No registered closed-end company shall sell any common stock of which 
it is the issuer at a price below the current net asset value of such stock, 
exclusive of any distributing commission or discount (which net asset valve 
shall be determined as of a time within forty-eight hours, excluding Sunda: 
and holidays, next preceding the time of such determination), except (1) in 
connection with an offering to the holders of one or more classes of its capitsl 
stock: (2) [with the consent of a majority of its common stockholders] wit! 
the consent of the holders of a majority of its common stock; (3) upon con 
yersion of a convertible security in accordance with its terms; (4) upon the 
exercise of any warrant outstanding on the date of enactment of this Act or 
issued in accordance with the provisions of section 18(d); or (5) under such 
other circumstances as the Commission may permit by rules and regulations or 
orders for the protection of investors.” 

Section 24 would amend subsection (b) of section 28 of the Investment Com 
pany Act of 1940, as amended, as follows : 

“(b) (1) It shall be unlawful for any registered face-amount certificate coum- 
pany to issue or sell any face-amount certificate, or to collect or accept any 
payment on any such certificate issued by such company on or after the effective 
date of this title, unless such company has, in cash or qualified investments. 
assets having a value not less than the aggregate amount of the capital stock 
requirement and certificate reserves as computed under the provisions of sub- 
section (a) hereof. As used in this subsection, ‘qualified investments’ means 
investments of a kind which life-insurance companies are permitted to invest 
in or hold under the provisions of the Code of the District of Columbia as 
heretofore or hereafter amended, and such other investments as the Commission 
shall by rule, regulation, or order authorize as qualified investments. Such 
investments shall be valued in accordance with the provisions of said Code 
where such provisions are applicable. Investments to which such provisions do 
not apply shall be valued in accordance with such rules, regulations, or orders 
as the Commission shall prescribe for the protection of investors. 

“(2) The assets which such company is required to have under paragranh 
(1) of this subsection in an amount equal to the certificate reserves requires 
under subsection (a) hereof shall not include at any time: 

“(A) preferred stocks, or similar senior securities which are stocks. in 
an amount more than 25 per centum of the certificate reserves; and 

“(B) common stocks, or similar equity securities, in an amount more than 
the aggregate of 

“(i) 10 per centum of the certificate reserves ;: plus 

“(ii) an amount equal to 100 per centum of that portion of the stock 
holders’ equity in the company which is represented by assets consisting 
of cash or qualified investments ; plus 








136 SECURITIES ACTS AMENDMENTS, 1959 


“(iii) am amount equal to 100 per centum of that portion of the stog, 
holders’ equity in the company which is represented by assets Consisting of 
cash, or qualified investments other than common stocks or similar equity 
securities; 

Provided, however, that where the company has outstanding separate series g 
certificates and the assets applicable to the reserve requirements of one o& 
more of such series are maintained separately, then the limitations in (A) ang 
(B) (i) above shall be computed separately on the basis of the required cop. 
tificate reserves for the outstanding certificates in each series or group of serie, 
for which assets are maintained separately; and the permissible amounts com. 
puted pursuant to the limitations stated in (B) (ii) and (B) (tit) above shall te 
ailocated in accordance with the company’s discretion but in no event shay 
the aggregate amount of common stocks, or similar equity securities, exceed y% 
per centum of the required assets for each series or group of series for which 
assets are maintained separately. There shall be no limitation as to the type 
of securities in which assets in an amount equal to the minimum capital sto, 
requirement are invested, other than the requirement of paragraph (1) of this 
subsection as to qualified investments. As used in this subsection ‘stoch. 
holders’ equity’ means the amount of the company’s assets less the amount of 
the indebtedness of the company and its certificate and other reserves” F 
Section 25 would amend the last sentence of subsection (a) of section 43 of the 
Investment Company Act of 1940, as amended, as follows: 

“The judgment and decree of the court aflirming, modifying, or setting aside 
in whole or in part, any such order of the Commission shall be final, subject to 
review by the Supreme Court of the Unitd States upon certiorari or certificg. 
tion as provided in [sections 239 and 240 of the Judicial Code, as amended] 
section 1254 of title 28, United States Code.” 

Section 26 would amend the fifth sentence of section 44 of the Investment 
Company Act of 1940, as amended, as follows: 

“Judgments and decrees so rendered shall be subject to review as provided in 
[sections 128 and 240 of the Judicial Code, as amended, and section 7, as 
amended, of the Act entitled “An Act to establish a court of appeals for the 
District of Columbia,” approved February 9, 1893] sections 1254, 1291, 1292 and 
1298 of title 28, United States Code.” 

Section 27 would provide an effective date for the proposed amendments to 
the Investment Company Act of 1940, as amended, as follows: 

“This Act shall become effective upon its enactment, provided, however, that, 
as to companies which were registered prior to that time the effective date of 
the amendments to sections 5, 8(b)(2), and 18(f)(2), shall he sia months 
thereafter. The provisions of section 28(6b)(2) shall not apply to any series or 
group of series of face-amount certificates which were registered under the 
Securities Act of 1933 prior to the enactment of section 28(b)(2) in any case 
aohere the registered face-amount certificate company has outstanding separate 
series of face-amount certificates and the assets applicable to the reserve re- 
quirements of such series are maintained separately.” 


Mr. Gapspy. The general objective of this statute is to protect the 
public and investors against malpractices in the control, manage- 
ment, and operation of publicly owned investment companies. 

It requires the registration of such companies and seeks in general 
to secure honest and unbiased management of investors’ funds, to give 
security holders a substantial voice in the company and in the selee- 
tion of management, to obtain sound and feasible capital structures, 
to assure fairness in all transactions between affiliated persons and the 
company, and to provide shareholders with periodic financial re- 
ports. 

Our proposed amendments, apart from clarifying and technical 
amendments, are designed to strengthen the basic objectives of the 


statute in areas where our experience has shown gaps in the fabric 
of investor protection. 
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Although these proposals would provide important benefits to in- 
yestors, they do not involve any drastic change in the scope of the 
Commission’s present supervision over these companies. 

One of the more important proposals, embodied in sections 12 and 
16 of the bill, would compel a registered investment company to re- 
cite in its statement of policy the nature of its investment objectives 
and investment characteristics, and would preclude any change in 
such investment policy until the consent is obtained of a majority vote 
of the outstanding shares. 

Section 8(b) of the act now requires that an investment company 
must set forth in its registration statement filed under the act, a 
recital of its policy with respect to certain basic matters. 

For example, it is required to state whether it will operate as an 
open-end company or a closed-end company; whether it intends to 
borrow money, or to issue senior securities; whether it intends to con- 
centrate its investments in a particular industry, and whether it will 
engage in the business of underwriting securities. 

Under section 13 of the act, the company may not change these 
policies unless authorized by a vote of the majority of its outstanding 
voting securities. 

While the statements of policy which are thus required to be recited 
and which can only be changed with the approval of stockholders are 
clearly important to investors, the company’s investment objectives 
and investment characteristics, which are also of great. importance, 
are not expressly required to be set forth in section 8(b) and are not 
subject to the voting requirements of section 13. 

Hence, although we require an investment company, as a matter of 
disclosure, to set forth in its registration statement whether it intends 
to invest entirely in bonds or in common stocks, or in a balanced 
proportion of bonds, preferred stock or common stock, the manage- 
ment may at any time change this investment objective without the 
authorization or consent of shareholders. 

An investment company may hold itself out as having capital ap- 
preciation as its primary objective and sell its securities on the 
strength of such a representation and then switch its policy, without 
the consent of its shareholders, to that of an income fund with em- 
phasis on the yield or return from its investments. 

To permit changes in the investment policy of a company without 
majority stockholder approval seems inconsistent with the purpose of 
the act to provide investors with a voice in the affairs of their com- 
pany upon fundamental questions. 

Such changes are not minor matters, but involve drastic alterations 
in the investment approach of the management. 

Investment companies themselves recognize the importance of these 
portfolio objectives or characteristics to investors and prospective 
purchasers, and base their sales campaigns in large measure on them. 
Indeed, their own tombstone advertisements, which under the Securi- 
ties Act of 1933 may do no more than identify the security being 
offered, generally contains a description of the investment ~ mpany 
as a balanced fund, a growth fund, an income fund, or some similar 
designation. 

Matters such as these which go to the core of the character of the 
company should not be subject to change without the consent of the 
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security holders. They are of at least equal importance with the 
matters now required to be stated under section 8(b) and shoulq 
be treated similarly. 

In making this recommendation, we have no desire to impede the 
manzgerial ‘functions of the board of directors of the investment 
com} any, nor to dictate its policy. As at present, the company would 
be fre to determine its investment objectives. 

To assure to management adequate flexibility, the proposed amend. 
ment permits the investment company to “make appropriate r “eserva- 
tions of freedom of action for the protection of investors.” 

W hile this statement is cast in general terms, it is intended to em. 
phasize that management may reserve full discretion to acquire go. 
called defensive securities such as high-grade corporate bonds op 
preferred stocks or Government securities ‘whe *n it deems such action 
to be appropriate. 

Experience hi as shown that some modification is nee essary in the 
statutory provisions dealing with the affiliations of directors of jp. 
vestment ¢ ompanies. 

Section 13 of H.R. 2481 would strengthen the existing provisions of 
section 10 of the act which have as their gener: al purpose assurance 
that an investment company will have a certain minimum number of 
independent members on the board of directors. 

I use the word, “independent,” although it is not so expressed in 
the pertinent statutory provision because the legislative history of 
the act, the congressional hearings and the committee re ports re- 
pe: atedly use the term and it is most descriptive of what is clearly the 
prime objective of these provisions of the statute. 

Section 10 is designed to mitigate the potential conflicts of interest 
among those persons who have a pecuniary stake in the investment 
company due to their status as manager, investment adviser, broker, 
investment banker or principal underwriter or who have an indirect 
interest because of their affiliation. 

In this context, sections 10(a) and 10(b) of the act should be read 
together. Section 10(a) requires that at least 40 percent of the mem- 
bers of the board be persons who are not part of the operational man- 
agement of the company. 

“Spec ifically, it directs that not more than 60 percent of the board 
may be officers, employees, or investment advisers of the investment 
company or affiliated persons of an investment advisers of the invest- 
ment company. 

Section 10(b) has stricter limitations providing that the majority of 
the board may not be made up of regular brokers or principal under- 
writers of the investment company, or investment bankers, or affiliated 
persons of such brokers, underwriters, or investment banker s. 

Despite these limitations, because. sections 10(a) and 10(b) are 
not keyed together, it is possible to have a board of directors without 
any “independent” directors on the board. 

For example, a board of five members could consist of three officers 
of the investment company and two regular brokers for the company 
or three officers and two principal underwriters for the company. 

Other deviations are possible, such as the designation on the board 
as though he were an “independent” director, a person in control of 
the investment company or a stockholder of the investment adviser 
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who would be an “affiliated person” but for the fact that instead of 
owning 5 percent of the stock of the investment adviser, he owns only 
4.9 percent. 

I may add that these are not merely theoretical possibilities. They 
have actually been resorted to in one form or another. The employ- 
ment of such loopholes by investment companies would seem to con- 
stitute a circumv ention of the intention of the statute that there be a 
certain number of independent, disinterested directors who would act 
as watchdogs over the affairs and activities of operational manage- 
ment. 

It is our view, as reflected in section 13 of the bill, that stockholders 
of the investment adviser, including those with less than a 5-percent 

interest, reguiar brokers and princip: al underwriters for the investment 
company and controlling or controlled persons of the investment com- 
pany, investment adviser and underwriter and their affiliates are so 
closely related to the management that they cannot be deemed to be 
truly disinterested paprecontatyyen of the oullia investor interest. 

They would normally have a pecuniary stake in the management 
and could not be considered to be “inde pendent” directors in any true 
sense of the word. We do not. consider that a director is properly 
designated as “independent” so long as he owes allegiance to manage- 
ment from whom he derives a pecuniary benefit. 

In order to effectuate fully the policy of section 10, the above-men- 
tioned classes and their affiliated persons should be placed in the 
same category as officers, employees, and the investment adviser of 
the investment company. 

The proposed amendment places in the 60 percent category of 
section 10(a), along with officers, employees and the investment ad- 
viser, all the persons just described, except the regular brokers of 
the company and their affiliated persons. 

In recognition of the view that such regular brokers may not be 
so closely ‘related to man: igement, the ame sndment provides that offi- 
cers, employees, and the other persons I have mentioned together 
with regular brokers, may not exceed 80 percent of the membership 
of the board. 

Thus, where a broker is a director, at least 1 person of a board of 
5 or less and at least 2 persons of a board of from 6 to 10 would have 
to be truly independent directors. 

We have grown somewhat concerned with the provisions of the 
act governing the portfolio requirements of face amount certificate 
companies. Briefly, a face amount certificate company may be de- 
scribed as an investment company engaged in the business of selling 
its own unsecured debt obligations on an installment basis. The pro- 
ceeds are invested and used, together with increments, to pay the obli- 
gations at maturity. 

Section 24 of the proposed bill would limit the proportion of com- 
mon or preferred stock that may be acquired by such companies in 
order that face amount certificates, which are essentially fixed debt 
obligations, may not have an unduly speculative character. 

Section 28(b) of the act now requires a face amount certificate 
company to have cash or qualified investments equal to its capital 
stock and certificate reserves. Qualified investments are defined as 
investments permitted under the District of Columbia Code for life 

48168—60-———10 
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insurance companies together with such other investments as we may 
authorize. ; 

Since insurance companies, although they do not actually do so to 
any great extent, may, under the District Code, purchase unlimited 
amounts of common and preferred stocks, face amount certificate 
companies may also purchase such securities to any extent they wish, 

The face amount certificate companies studied by the Commission 
in the investigation that led to the passage of the Investment Com. 
pany Act, invested in real estate mortgage and senior corporate 
securities in order to meet the fixed obligations they undertook to pay 
at maturity. ; 

The failure of the act to place a limitation on the amount of com. 
mon stock or preferred stock that such companies may acquire seems 
to have been unintentional. 

The entire thrust of the provisions of section 28 of the act is to make 
sure that the company will be in position to meet its fixed liabilities, 
Not only is this shown by the legislative history of the act, but it is also 
evidence from the very elaborate provisions of section 28 itself, goy- 
erning the maintenance of reserves and requiring their computation on 
the basis of a rate of accumulation limited to not more than 3% 
percent per annum. 

On the face of it, it would be contrary to the purpose of the act to 
permit face amount companies to invest to any appreciable extent in 
the more speculative types of securities such as common stocks, 

Accordingly, our proposal sets up a formula designed to provide 
reasonable limitations upon investments in preferred and common 
stocks. 

Section 3(c)(9) of the act now excludes from regulation as an 
investment company, a company subject to regulation under the Inter- 
state Commerce Act. 

Section 7 of the bill would eliminate this exception if our Commis- 
sion finds, and by order declares, that such company is primarily an 
investment company. 

It was intended by section 3(c) (9) to avoid subjecting a railroad 
or a railroad holding company to dual regulation. However, as the 
section is written it provides an excuse for corporations which are 
essentially investment companies rather than railroad holding com- 
panies to escape regulation under the Investment Company Act by 
subjecting themselves to regulation under the Interstate Commerce 
Act. 

In this way, investors in such corporations are deprived of the more 
pertinent and appropriate supervision provided by the Investment 
Company Act, since the companies need comply only with a more 
limited type of regulation under the Interstate Commerce Act which 
is not designed primarily for the same purposes. 

In fact, the additional regulation involved, if both the SEC and the 
Interstate Commerce Commission were to have jurisdiction in such 
a case, would involve little, if any, duplication or conflict and the bur- 
den imposed thereby would not be substantial. 

Duplication now exists in other areas of our jurisdiction and in such 
instances, we have been careful to mitigate so far as we can the burdens 
imposed on industry by such overlapping jurisdiction. 

To this end, we can avail ourselves of the broad exemptive authority 
which we have under section 6(c) of the act to exempt transactions and 
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persons from the provisions of the act to the extent that such exemp- 
tion is consistent with proper standards of investor protection and 
public interest. AY AON 

In any event, we believe that it is inappropriate for a corporation 
which is primarily engaged in the business of investing, reinvesting, 
owning, holding and trading in investment securities, to be excluded 
from the Investment Company Act, and that its investors be deprived 
of the protections and safeguards which Congress has considered 
essential, simply because the company has acquired, with some small 
fraction of its assets, common carriers, or to some minor extent directly 
engages in the business of an interstate carrier. 

The desirability of this amendment is demonstrated by the situa- 
tion which has existed in the case of Alleghany Corp., and the 
American-Hawaiian Steamship Co. 

In 1945, the Interstate Commerce Commission determined in effect, 
that Alleghany was subject to certain provisions of the Interstate 
Commerce Act on the basis of the control which Alleghany then had 
of the Chesapeake & Ohio Railroad. 

In view of this order, Alleghany’s registration under the Invest- 
ment Company Act was terminated by virtue of section 3(c) (9) of the 
act. The activities of Alleghany at that time were essentially those 
of a railroad holding company and 86 percent of its assets consisted 
of railroad securities. 

Consequently, there is little doubt as to the propriety of this action 
at the time. Over the course of the next 9 years, however, the nature 
of the company changed and it gradually disposed of its C. & O. 
stock. Although it thereafter acquired control of the New York 
Central Railroad Co., it actually had only 16 percent of its assets 
invested in railroad securities. 

During this period it had acquired a variety of investments, en- 
gaged in joint ventures and trading activities, and in general carried 
on business as an investment company. Nevertheless, since it was 
subject to ICC regulation, it continued to be free from regulation 
under the Investment Company Act. 

In the other case in pomt, American-Hawaiian Steamship Co., a 
shipping company for many years, held a certificate of convenience 
and necessity from the ICC. Over a period of years, it liquidated 
all of its investment in maritime facilities and by 1958 its assets con- 
sisted almost entirely of securities. 

Notwithstanding the fact that its activities were undeniably in the 
nature of an investment company, it continued to claim an exemption 
under section 3(c)(9) because it held an irrevocable certificate of 
convenience and necessity from the ICC and was therefore required 
to file reports with that agency. 

It was only after we had instituted judicial proceedings that the 
company registered as an investment company, but it still does not 
concede that it is required to do so under the statute. 

Some few other significant amendments proposed by the bill should 
perhaps be especially noted. Seetion 20 of our proposals would revise 
section 17(f) of the act to require that a bank custodianship agree- 
ment must provide that the bank also hold all cash assets of the invest- 
ment company, including cash income. We believe that if the bank 
custodianship is to be truly effective, and not an empty representation, 
it should include all cash assets of the company as well as its securities. 
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Section 1 of the bill would clarify and make more meaningful the 
definition of the advisory board of an investment company. 

Under the present provisions of the statute, it is possible to contend 
that certain advisory groups or consultants do not fall within the 
literal definition of an advisory board. If this were conceded, these 
advisers or consultants would not be subject to certain important 
substantive provisions of the statute, such as the prohibitions of gee. 
tion 17 against transactions between affiliates and the investment 
company. 

Section 21 of the bill would extend the provisions of section 8(b) 
pertaining to recitals of policy to each class of stock of open-end 
investment companies issuing separate series or classes of securities. 

The requirements of section 13 pertaining to stockholder approval 
of changes in policy would then apply to each such class or series, 
Since each of these classes or series of securities is in effect a separate 
fund with its own investment policies, it appears to be more equitable 
and reasonable to treat them separately for the purpose of sections 
8(b) and 18. 

Mr. Dotiincer. May I interrupt at this point? Would you like 
to have a short recess in order to get your second wind, or do you 
care to have someone carry on the reading of your statement? — 

Mr. Gapspy. Thank you, but I am used to this sort of thing. 

Mr. Dotirncer. Very well. You may proceed. 

Mr. Gapsry. In the third phase, let me take up H.R. 5001, pro- 
posals to amend the Securities Act of 1933. 

I should like to offer for inclusion in the record a statement pre- 
viously submitted to this committee which contains a sectional anal- 
vsis of the amendments proposed in H.R 5001 and also a comparative 
print reflecting the proposed changes. 

Mr. Dorrincer. They will be received into the record at this point. 

(The documents referred to are as follows :) 


[February 1959] 
AMENDMENTS TO THE SECURITIES ACT oF 1933 
GENERAL OBJECTIVE OF STATUTE 


The general objective of the Securities Act of 1933 is to protect the public 
and investors against malpractice in the securities and financial markets. The 
statute provides for full disclosure of pertinent business and financial facts 
concerning new securities offerings to the public, and provides civil and criminal 
remedies for fraudulent and deceptive practices in the sale of securities. The 
statute contains provisions for enforcement by the Commission through admin- 
istrative and injunctive actions and for the referral of evidence indicating 
violations to the Department of Justice for criminal prosecution. 


WHAT THE BILL WILL DO 


The amendments embodied in the bill are recommended by the Securities 
and Exchange Commission. A substantial number of the proposed amendments 
are designed to make the Commission’s enforcement activities more effective by 
eliminating or minimizing various problems which have come to light in the 
course of Commission enforcement of the statute over the last several years. 
They do not alter the general purpose or effect of existing provisions. Some 
of the proposed amendments are designed simply to recognize changes that have 
taken place since the original adoption of the statute. 

In brief, the proposed amendments would (1) clarify the jurisdictional basis 
of the civil liability provisions of the statute; (2) provide specific civil and 
criminal liability with respect to documents filed with the Commission pur- 
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suant to Commission rules in connection with exempt offerings; (3) make it 
clear that a showing of past violations is a sufficient basis for injunctive relief 
and that aiders and abettors may be responsible in civil and administrative pro- 
ceedings; and (4) increase from $300,000 to $500,000 the size of offerings 
which may be exempted from registration under section 3(b) of the statute. 


EXPLANATION BY SECTIONS 


Section 1 would remove the obsolete reference in paragraph (5) of section 
29 of the act to the Federal Trade Commission and substitute instead the Se- 
curities and Exchange Commission. 


Section 2—Elimination of reference to the Philippine Islands and Alaska in the 
definition of “Territory” 
Present law.—Paragraph (6) of section 2 of the act defines the term “Terri- 
tory” to include Alaska and the Philippine Islands. 
Problem.—The Philippine Islands are no longer a possession and Alaska is 
now a State. 
Remedy in the bill—The amendment would delete the references 





Section 83—Increasing from $300,000 to $500,000 the size of offerings which may 
be exempted from registration under section 3(b) 


Present law.—Section 3(b) of the act provides that the Commission may by 
rule and regulation, and subject to such terms and conditions as may be pre- 
scribed, add any class of securities to the securities exempted by section 3(a) 
if the Commission finds that enforcement of the registration provisions of the 
act with respect to such securities “is not necessary in the public interest and 
for the protection of investors by reason of the small amount involved or the 
limited character of the public offering,” provided no issue shall be exempted 
the aggregate offering price of which exceeds $300,000. 

Problem.—When the statute was enacted in 1933, the figure specified in this 
subsection was $100,000. This amount was increased to the present figure of 
$300,000 by an amendment in 1945. One of the important purposes of this 
action was to provide small business with relatively simpler access to needed 
capital. 

The Commission has adopted various regulations governing the sale of se- 
curities within the prescribed limits. The most important of these is the gen- 
eral exemption provided by regulation A which is designed largely as a pro- 
tection against fraud and which requires the use of an offering circular con- 
taining prescribed minimum disclosures of pertinent information about the 
business of the issuer. The requirements of the regulation can be met by filing 
offering circular and certain specified exhibits. The regulation further pro- 
with a regional office of the Commission a form of notification, copies of the 
offering circular and certain specified exhibits. The regulation further pro- 
vides that the Commission may suspend the exemption by order for failure 
to comply with the Regulation. The entire procedure provides a method, less 
expensive and time-consuming than registrations, by which issuers seeking 
relatively small amounts of money may sell their securities in interstate com- 
merce without complying with the registration requirements of the act. 

On July 23, 1956, the Commission revised regulation A in various respects. 
Under the revision, the exemption is not available for offerings for the account 
of persons other than the issuer (sometimes called “bail outs”) unless the 
issuer has had a net income from operations in at least 1 of the last 2 fiscal 
years. Securities issued to promoters, underwriters, and others for property 
and services must be included in determining whether the offering is within the 
doliar limitation specified in section 3(b), unless appropriate arrangements are 
made (by escrow or otherwise) to keep these securities off the market for 12 
months. Additional provisions make the exemption unavailable where pro- 
moters, management officials, large stockholders, or underwriters have a record 
of past securities violations. 

With these changes in its exemptive rules, and a stepped-up enforcement 
program, the Commission is of the opinion that it has provided increased in- 
vestor protection in the area of small and medium sized issues of securities 
without impeding the raising of equity and other capital by smaller business 
enterprises. In addition, the Commission, on August 16, 1956, established in 
the Division of Corporation Finance in Washington a new Branch of Small 
Issues which is responsible for supervising and coordinating the examination 
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by the Commission’s staff, both in Washington and in the Commission’s regional 
offices, of filings under regulation A. 

During the 85th Congress, a bill (H.R. 4744) was introduced which would 
have made the strict civil liabilities that pertain to persons associated with an 
offering under full registration applicable to persons associated with an offering 
under the Commission’s exemptive regulations. The Commission opposed this 
bill on the ground that it would in substance require the equivalent of full 
registration for small issues and that this would have the indirect effect of 
repealing the exemption. Another bill (H.R. 173), which would have enlarged 
the civil liabilities in connection with exempt offerings but which would not 
have gone to the lengths of H.R. 4744, was supported by the Commission anq 
is included in this proposal as an amendment to section 12(b) of the act, dis. 
cussed below. Neither of these proposals was enacted. It may be that Congress 
will give consideration to revising these civil liability provisions, quite apart 
from any determination that may be made regarding the appropriate maximum 
size of offerings that may be exempted under section 3(b). 

Remedy in the bill.—In order to facilitate access to the public capital markets 
by more small and medium-sized firms, it is proposed that the exemptive limit 
be raised to $500,000. 

In the 85th Congress, the Committee on Banking and Currency, U.S. Senate, 
reported favorably 8. 2299 (Report No. 438) which provided for increasing the 
exemptive limit of section 3(b) to $500,000. 

Section 4 would change the reference in section 9(a) to the U.S. Code to 
reflect modifications made in the numbering of its pertinent provisions. 


Section 5—Clarification of jurisdictional standards for, and expansion of basis 
of, civil liabilities 

Present law.—Existing action 12(2) provides for civil liability on the part of 
any person who offers or sells a security by means of a prospectus or oral com- 
munication which includes a misleading statement of a material fact or which 
is misleading because of failure to state a material fact. 

Problem.—(1) The question rises under the present section whether, in order 
for liability to attach, the mails or interstate facilities must be used in making 
the misrepresentation or whether the use of mails or interstate facilities in 
other aspects of the transaction is sufficient to creat liability. There is a split 
on this question between the Courts of Appeal of the Second and the Fifth 
Circuits, on the one hand, and the Court of Appeals for the Seventh Circuit on 
the other. In the Second Circuit, in Schillner y. H. Vaughan, Clarke & Co. 
134 F. 2d 875, (1948), the statute was construed so that delivery of securities 
through the mails was a sufficient use of the mails to create liability. A similar 
result was reached in the Fifth Circuit in Blackwell v. Bentsen, 203 F. 2d 690 
(C.A. 5, 1958) cert. dismissed, 347 U.S. 925 (1954). In the Seventh Circuit 
in Kemper v. Lohnes, 173 F. 2d 44 (1949), the Court held that in order to create 
liability under this statute, the misrepresentation complained of must have 
been transmitted through the mails or interstate facilities. 

(2) As presently enacted, section 11 of the act provides civil liabilities on 
the part of the issuer, directors, principal officers, underwriters and certain other 
persons in the event of false or misleading statements or omissions in a regis- 
tration statement, and section 12(2) contains provisions imposing civil liability 
on sellers which are applicable to the offer and sale of securities generally, 
whether they are registered or not. Under section 12(2), “any person who * * * 
offers or sells” a security by false or misleading statements is liable (subject to 
certain defenses) “to the person purchasing such security from him.” Where 
an issuer, or person in control of an issuer, sells to a dealer for public dis- 
tribution and the dealer in turn sells to an investor, for example, it has been 
urged that the investor, in bringing an action under section 12(2), cannot go 
beyond his immediate seller (the dealer) and recover from the issuer—which 
may be the person actually responsible for the false or misleading information 
used in the sale. Moreover, if the dealer or the issuer is an insolvent corpora- 
tion, for example, so that adequate recovery cannot be obtained from it, the 
investor cannot necessarily recover directly from the individuals actually respon- 
sible for the false or misleading statements. Section 15 provides for the im- 
position of liability on certain controlling persons, but not on other individuals. 

Persons who sign a document filed with the Commission in connection with 
any offering containing an untrue statement or material omission, any person 
who makes or causes to be made such untrue statement or material omission, 
every controlling person and the issuer should be civilly liable to any person 
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(not knowing of such untruth or omission ) who receives or is shown a copy of 
the statement or document in connection with a purchase of such securities, or 
who relies directly or indirectly on such untrue statement or omission in 
connection with such purchase. As to the issues, there should be no defense of 
lack of knowledge of any untruth or omission in a document filed with the 
Commission. On the other hand, liability for false or misleading statements in 
an exempted offering should not be imposed on any officer, director or other in- 
dividual associated with the offering if he sustains the burden of proof that he 
acted in good faith and did not know of the untruth or omission on which 
the action is based. Thus, directors and other individuals should not be liable 
except for actual misconduct or bad faith, but the issuing corporation should be 
absolutely liable for any false or misleading statements, even if innocently 
made. h 7 

Remedy in the bill—(1) It is proposed that the jurisdictional language be 
separately stated so as to make it clear that the section would be applicable if 
there was any use of the mails or interstate facilities. This would conform 
the jurisdictional requirements to those contained in section 17(a), which pro- 
vides the basis for injunctive and criminal actions. 

(2) It is proposed that a new section 12(b) be added to the statute to pro- 
vide clear civil liability on the part of those responsible for untrue statements 
of material facts or omissions to state material facts in any statement or docu- 
ment filed with the Commission in connection with an offering pursuant to an 
exemption under section 3(b) or section 3(c). Because of the proposed addi- 
tion of section 12(b), the existing section 12 is to be designated section 12(a). 

Section 6 would amend section 13 the “statute of limitations” for actions for 
civil recovery, to cover the proposed amendment to section 12 of the act. 


~ 


Sections 7 and 8—Implementation of provisions relating to the enjoining of 
violation of, and enforcing compliance with, the act 

Present law.—Section 20(b) now provides that the Commission may obtain an 
injunction when it appears that any person is engaged or about to engage in 
any acts or practices which constitute or will constitute a violation of the act or 
any rule or regulation. Section 20(c) now provides for appropriate courts, upon 
application by the Commission, to issue writs of mandamus commanding any 
person to comply with the provisions of the act or any order of the Commission 
made in pursuance thereof. 

Problem.—(1) Cases frequently arise after the act has been violated. While 
past violations are considered a sufficient basis for an injunction by the courts 
since they indicate the possibility of future violation, it would aid the Commission 
in its enforcement of the act if it were expressly stated that a past violation is 
a basis for an injunction, even though the violation may have been discontinued, 
as often occurs when the Commission discovers them. This change would con- 
form the provisions of the act to the provisions of the Investment Company Act 
of 1940 and the Investment Advisers Act of 1940. Any injunctive relief is sub- 
ject to the general discretionary powers of a court of equity and therefore not 
every violation would be a basis for an injunction. 

(2) The reference to mandamus contained in section 20(c) should be elimi- 
nated in view of the fact that the Federal Kules of Civil Procedure have 
abolished the writ as a separate and distinct type of action and provide that the 
same relief may be obtained by an appropriate order. 

Remedy in the bill_—(1) It is proposed that this section be amended so as to 
authorize an injunction also on a showing that a defendant “has engaged” in acts 
constituting a violation. 

(2) It is proposed to repeal section 20(c) dealing with writs of mandamus and 
provide a comparable remedy in section 20(b). 

Section 9 would amend section 22(a) of the act by changing the references in 
that section to the U.S. Code to reflect modification made in the renumbering 
of its pertinent provisions. 


Section 10—Expanding the coverage of prohibitions against the filing of false 
or misleading material with the Commission 


Present law.—Section 24 now makes it a criminal offense for any person wil- 
fully in a registration statement filed under the act to make any untrue state- 
ment of a material fact or to omit to state any material fact required to be 
stated therein or necessary to make the statements therein not misleading. 

Problem.—There is at present no section of the act which makes it unlawful 


wilfully to file false or misleading applications, reports or documents, other than 
a registration statement. 
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Remedy in the bill_—It is proposed that section 24 be amended to apply not 
only to a registration statement but to any application, report or other document 
filed under the act. Thus, for example, under this amendment the crimina] Te- 
sponsibility for false or misleading offering circulars and other documents filed 
pursuant to the Commission’s exemptive regulations promulgated under Section 
3(b) or section 3(c) would be the same as now exists in the case of registration 
statements. 


Section 11—Addition of provisions relating to prohibited activities 

Present law.—None. 

Problem.—There exists no provision of the act expressly prohibiting any per- 
son, indirectly or through any other person, from violating the act or any rule or 
regulation thereunder. Furthermore, the statute should contain an explicit pro- 
vision that aiders and abettors may be liable in civil and administrative pro- 
ceedings. 

Remedy in the bill—The proposed amendment would prohibit persons from 
doing indirectly acts which they are prohibited from doing directly and makes it 
unlawful for any person to aid, abet or procure a violation by another person 
removing any doubt that aiders and abettors may be liable in civil administrative 
proceedings. The provision does not in any manner constitute a limitation with 
respect to the applicability in criminal proceedings of section 2, title 18, U.S, 
Code. 


{February 1959] 


COMPARATIVE PRINT OF PROPOSED AMENDMENTS TO THE SECURITIES ACT OF 1933, 
AS AMENDED 


[Deletions in brackets; additions in italics] 


Section 1 would amend paragraph (5) of section 2 of the Securities Act of 1933, 
as amended, as follows: 

“(5) The term “Commission” means the [Federal Trade Commission] Securi- 
ties and Exchange Commission.” 

Section 2 would amend paragraph (6) of section 2 of the Securities Act of 1933, 
as amended, as follows: 

“(6) The term “Territory” means [Alaska,] Hawaii, Puerto Rico, [the 
Philippine Islands,] Canal Zone, the Virgin Islands, and the insular possessions 
of the United States.” 

Section 3 would amend subsection (b) of section 3 of the Securities Act of 19338, 
as amended, as follows: 

“(b) The Commission may from time to time by its rules and regulations, 
and subject to such terms and conditions as may be prescribed therein, add 
any class of securities to the securities exempted as provided in this section, 
if it finds that the enforcement of this title with respect to such securities is not 
necessary in the public interest and for the protection of investors by reason of 
the small amount involved or the limited character of the public offering; but 
no issue of securities shall be exempted under this subsection where the aggre- 
gate amount at which such issue is offered to the public exceeds [$300,000] 
$500,000.” 

Section 4 would amend subsection (a) of section 9 of the Securities Act of 1933, 
as amended, as follows: 

“(a) Any person aggrieved by an order of the Commission may obtain a 
review of such order in the Court of Appeals of the United States, within any 
circuit wherein such person resides or has his principal place of business, or 
in the Court of Appeals of the District of Columbia, by filing in such court, 
within sixty days after the entry of such order, a written petition praying that 
the order of the Commission be modified or be set aside in whole or in part. A 
copy of such petition shall be forthwith served upon the Commission, and there- 
upon the Commission shall certify and file in the court a transcript of the record 
upon which the order complained of was entered. No objections to the order of 
the Commission shall be considered by the court unless such objection shall have 
been urged before the Commission, The finding of the Commission as to the facts, 
if supported by evidence, shall be conclusive. If either party shall apply to the 
court for leave to adduce additional evidence, and shall show to the satisfaction 
of the court that such additional evidence is material and that there were reason- 
able grounds for failure to adduece such evidence in the hearing before the Com- 
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mission, the court may order such additional evidence to be taken before the 
Commission and to be adduced upon the hearing in such manner and upon such 
terms and conditions as to the court may seem proper. The Commission may 
modify its findings as to the facts, by reason of the additional evidence so 
taken, and it shall file such modified or new findings, which, if supported by evi- 
dence, shall be conclusive, and its recommendation, if any, for the modification 
or setting aside of the original order, The jurisdiction of the court shall be 
exclusive and its judgment and degree, affirming, modifying, or setting aside, in 
whole or in part, any order of the Commission, shall be final, subject to review 
by the Supreme Court of the United States upon certiorari or certification as 
provided in [sections 239 and 240 of the Judicial Code, as amended (U.S.C., title 
98, secs. 346 and 347) ] section 1254 of title 28, United States Code.” 

Section 5 would amend section 12 of the Securities Act of 1933, as amended, 
as follows : 

“Spo, 12. (a) Any person who— 

“(1) offers or sells a security in violation of section 5, or 

“(2) offers or sells a security (whether or not exempted by the provisions 
of section 3, other than paragraph (2) of subsection (a) thereof), [by the 
use of any means or instruments of transportation or communication in 
interstate commerce or of the mails,J] by means of a prospectus or oral 
communication, which includes an untrue statement of a material fact or 
omits to state a material fact necessary in order to make the statements, 
in the light of the circumstances under which they were made, not mis- 
leading (the purchaser not knowing of such untruth or omission), and 
who shall not sustain the burden of proof that he did not know, and in 
the exercise of reasonable care could not have known, of such untruth or 
omission, shall be liable to the person purchasing such security from him, 
who may sue either at law or in equity in any court of competent jurisdic- 
tion, to recover the consideration paid for such security with interest 
thereon, less the amount of any income received thereon, upon the tender 
of such security, or for damages if he no longer owns the security [.]; 
Provided, That the provisions of clause (2) of this section shall apply 
only where the mails or any means or instruments of transportation or 
communication in interstate commerce is used, directly or indirectly, in 
connection with or in furtherance of such offer or sale or any related act 
or transaction. 

“(b) In case any statement or document filed with the Commission in con- 
nection with an offering of securities pursuant to an exemption under section 
3(b) or section 3(c), on the date of such statement or document, contained an 
untrue statement of a material fact or omitted to state a material fact required 
by the Commission’s rules and regulations to be stated therein or necessary to 
make the statements therein, in the light of the circumstances under which they 
were made, not misleading, any person (not knowing of such untruth or omis- 
sion) who receives or is shown a copy of such statement or document in con- 
nection with a purchase of such securities, or who relies directly or indirectly 
on such untrue statement or omission in connection with such purchase, may, 
either at law or in equity, in any court of competent jurisdiction, sue the issuer, 
any person who signed such statement or document, and any person who made 
or caused to be made such wntrue statement or omission therein, to recover the 
consideration paid for such security with interest thereon, less the amount of 
any income received thereon, upon the tender of such security to the person 
sued, or for damages if he no longer owns the security. No person other than 
the issuer shall be liable as provided herein if he shall sustain the burden of 
proof that he acted in good faith and did not know of the untruth or omission 
on which the action is based. Every person who becomes liable to make pay- 
ment under this subsection may recover contribution as in cases of contract 
from any person who if sued separately would have been liable to make the 
same payment, unless the person who has become liable was primarily at fault.” 

Section 6 would amend section 13 of the Securities Act of 1933, as amended, as 
follows : 

“Src. 13. No action shall be maintained to enforce any liability created under 
section 11, [or] section 12(@)(2) or section 12(b) unless brought within one 
year after the discovery of the untrue statement or the omission, or after such 
discovery should have been made by the exercise of reasonable diligence, or, if 
the action is to enforce a liability created under section 12(a) (1), unless brought 
within one year after the violation upon which it is based. In no event shall 
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any such action be brought to enforce a liability created under section 11, Lor 
section 12(@) (1) or section 12(b) more than three years after the security was 
bona fide offered to the public, or under section 12(a@) (2) more than three Years 
after the sale.” 

Section 7 would amend subsection (b) of section 20 of the Securities Act og 
1933, as amended, as follows: 

“(b) Whenever it shall appear to the Commission that any person [is engaged 
or about to engage] has engaged, is engaged, or is about to engage in any acts 
or practices [which constitute or will constitute] constituting a violation of the 
provisions of this title, or of any rule or regulation prescribed under authority 
thereof, or that any person has failed to comply with the provisions of thig title, 
any rule or regulation prescribed under authority thereof, or any order of the 
Commission made in pursuance thereof, it may in its discretion, bring an action 
in any district court of the United States, United States court of any Territory, 
or the United States District Court for the District of Columbia to enjoin such 
acts or practices, and to enforce compliance with this title or any such rule, regu- 
lation or order. [[, and] Upon a proper showing that such person has engaged, 
is engaged or is about to engage in any such act or practice, or that he has failed 
to comply with this title or any such rule, regulation, or order, a permanent or 
temporary injunction, [or] restraining order, or other order shall be granted 
without bond. The Commission may transmit such evidence as may be ayaij- 
able concerning such acts or practices to the Attorney General who may, in his 
discretion, institute the necessary criminal proceedings under this title. Any 
such criminal proceedings may be brought either in the district wherein the 
transmittal of the prospectus or security complained of begins, or in the district 
wherein such prospectus or security is received.” 

Section 8 would repeal subsection (c) of section 20 of the Securities Act of 
1933, as amended, as follows: 

[(c) Upon application of the Commission the district courts of the United 
States, the United States courts of any Territory, and the United States District 
Court for the District of Columbia, shall also have jurisdiction to issue writs of 
mandamus commanding any person to comply with the provisions of this title 
or any order of the Commission made in pursuance thereof.]”’ 

Section 9 would amend subsection (a) of section 22 of the Securities Act of 
1933, as amended, as follows: 

“(a) The district courts of the United States, the United States courts of 
any Territory, and the United States District Court for the District of Columbia 
shall have jurisdiction of offenses and violations under this title and under the 
rules and regulations promulgated by the Commission in respect thereto, and, 
concurrent with State and Territorial courts, of all suits in equity and actions 
at law brought to enforce any liability or duty created by this title. Any such 
suit or action may be brought in the district wherein the defendant is found or 
is an inhabitant or transacts business, or in the district where the offer or sale 
took place, if the defendant participated therein, and process in such cases may 
be served in any other district of which the defendant is an inhabitant or 
wherever the defendant may be found. Judgments and decrees so rendered shall 
be subject to review as provided in [sections 128 and 240 of the Judicial Code, 
as amended (U.S.C., title 28, secs. 225 and 347).] section 1254, 1291, 1292 and 
1293 of title 28, United States Code. No case arising under this title and brought 
in any State court of competent jurisdiction shall be removed to any court of 
the United States. No costs shall be assessed for or against the Commission in 
any proceeding under this title brought by or against it in the Supreme Court or 
such other courts.” 

Section 10 would amend section 24 of the Securities Act of 1933, as amended, 
as follows: 

“Any person who willfully violates any of the provisions of this title, or 
the rules and regulations promulgated by the Commission under authority 
thereof, or any person who willfully, in registration statement, application, 
report or document filed under this title or any rule or regulation thereunder, 
makes any untrue statement of a material fact or omits to state any material 
fact required to be stated therein or necessary to make the statements therein 
not misleading, shall upon conviction be fined not more than $5,000 or imprisoned 
not more than five years, or both.” 

Section 11 would amend the Securities Act of 1933, as amended, by adding 
the following new section: 


“Ss 
meat 
for 8 
regu 
coun 
or a 
shall 
of sé 

M 
basi 

O 
cone 
othe 
pre’ 

D 
wit] 
nen 

1 
put 
I 
ing 
act 
atte 


~ 


* 


and 
ore 
bo 
not 
by 
the 
gat 
fro 
act 
] 
an 
$C 
ad 
Spe 
un 


sin 
va 
lis 


’ 


Re 


an 
re 
u 


cl 
re; 


ex 





or] 
Was 
ATS 


ged 
1cts 
the 
rity 
tle 
the 
‘ion 
ry, 
uch 
aN 
Jed, 
iled 
: or 
ited 
ail- 
his 
Any 
the 
rict 
t of 


ited 
rict 
3 of 
itle 


: of 
bia 
the 
ind, 
ons 
uch 
l or 
sale 
nay 
or 
hall 
de, 
and 
ght 
t of 
1 in 
t or 


led, 


or 
rity 
ion, 
der, 
rial 
rein 
ned 


ling 


SECURITIES ACTS AMENDMENTS, 1959 149 


“ASSOCIATED PERSONS 


“Sec. 29. It shall be unlawful for any person indirectly, or through or by 
means of any other person, to do any act or thing which it would be unlawful 
for such person to do directly under the provisions of this title or any rule or 
regulation thereunder. It shall be unlawful for any person to aid, abet, 
counsel, command, induce or procure the violation of any provision of this title 
or any rule or regulation thereunder by any other person. These provisions 
shall not constitute a limitation with respect to the applicability to this title 
of section 2 of title 18, United States Code.” 

Mr. Gapssy. As you are all fully aware, the Securities Act has two 
basic objectives. 

One purpose is to provide investors with pertinent information 
concerning securities offered for public sale by use of the mails or 
other instrumentalities of interstate commerce, and the other is to 
prevent misrepresentations and fraud in the sale of securities generally. 

Disclosure 1s accomplished by requiring a prospective issuer to file 
with the Commission a registration statement, the principal compo- 
nent of which is a prospectus which must be furnished to investors. 

The statute, in prescribing the prospectus is designed to compel 
publication of significant information about the issuer and the offering. 

The statute also provides for civil and criminal sanctions cover- 
ing fraudulent and deceptive practices in the sale of securities. ‘The 
act provides for certain exemptions from registration, one of which is 
affected by H.R. 5001. 

Section 3(b) of the act provides that the Commission may by rule 
and regulation, and subject to such terms and conditions as may be 
prescribed, add any class of security to those specifically exempted 
from registration upon a finding that registration, and I quote, “is 
not necessary in the public interest and for the protection of investors 
by reason of the small amount involved, or the limited character of 
the public offering,” provided no issue shall be exempted, the aggre- 
gate offering price of which exceeds $300,000. Securities so exempted 
from registration remain subject to the antifraud provisions of the 
act. 

In order to facilitate access to public capital markets by more small 
and medium sized firms, section 3 of the bill proposes that the present 
$300,000 ceiling be increased to $500,000. At the same time, to afford 
added investor protection in this area, the bill would provide added 
specific civil and criminal liability in connection with offerings exempt 
under section 3(b). 

The purpose of section 3(b) was to afford small business a relatively 
simpler access to the capital market, and we have accordingly adopted 
various regulations governing the sale of securities within the estab- 
lished limits. 

The most important of these is the general exemption provided by 
Regulation A which is designed largely as a protection against fraud 
and which requires the use of an offering circular containing certain 
prescribed minimum disclosure of pertinent information about the 
business of the issuer. 

Under this regulation, a form of notification, copies of the offering 
circular and certain specific exhibits may be filed with one of our 
regional offices. 

The regulation further provides that we may by order suspend the 
exemption for failure to comply with the stated conditions. 
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The entire procedure provides a method, less expensive and time. 
consuming than registration, by which issuers seeking relatively smal 
amounts of money may sell their securities in interstate commerce 

In 1956, we revised Regulation A in various respects. Under this 
revision, the exemption is not available for offerings for the account 
of persons other than the issuer—sometimes called “bail outs” 
unless the issuer has had a net income from operations in at least 1 
of the last 2 fiscal years. 

Securities issued to promoters, underwriters and others for property 
and services must be included in determining whether the offering 
is within the dollar limitation specified in section 3(b), unless appro- 
priate arrangements are siete escrow or otherwise—to keep these 
securities off the market for 12 months. 

Additional provisions make the exemption unavailable where pro- 
moters, management officials, large stockholders or underwriters haye 
a record of past securities violations. 

With these provisions in our rules, and a stepped up enforcement 
program, we are of the opinion that increased investor protection has 
been provided in the area of small and medium sized issues of secu- 
rities without raising unreasonable impediments to the raising of 
equity and other capital by smaller business enterprises. , 

I might note that there are also other exemptive regulations ap- 
plicable to special types of offerings, such as fractional interests in 
oil, assessable mining stock and certain real estate notes. 

Section 5 of the bill, which is concerned with civil liabilities, is 
intended to accomplish two purposes. 

First, it would add a new provision to section 12 that would pro- 
vide for clear civil liability on the part of those responsible for 
untrue statements of material facts or omissions to state material 
facts in any statement or document filed with the Commission in con- 
nection with an offering pursuant to an exemption under section 3(b) 
or 3(c) of the statute. 

The latter section was added in connection with the Small Business 
Investment Act of 1958 and provides for a conditional exemption for 
small business investment companies organized under that statute. 
Pursuant to this section 3(c), we have adopted a Regulation E whieh 
is essentially similar to Regulation A. 

As they presently stand, section 11 of the act provides civil liabilities 
in the event of false or misleading statements or omissions in a regis- 
tration statement, and section 12(2) contains civil liability provisions 
which are applicable to the offer and sale of securities generally, 
whether or not they are registered. 

Under section 12(2), “Any person who offers or sells” a security by 
false or misleading statements is liable—subject to certain defenses— 
“to the person purchasing such security from him.” 

_ Where an issuer sells to a dealer and the dealer in turn sells to an 
investor upon the basis of literature or other representatives by the 
issuer, it is not clear on the face of the statute that the investor, in 
bringing an action under section 12(2), can go beyond his immediate 
seller—the dealer—and recover from the issuer—who may be the per- 


son actually responsible for the false or misleading information used 
in the sale. 
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Thus, if the dealer turns out to be insolvent, so that adequate re- 
covery cannot be obtained from him, it is not clear that the investor 
could recover directly from the individuals actually responsible for 
the false or misles iding statements. 

While we believe that ina proper case, all such persons in the stream 
of distribution may be liable, the proposed amendment would make 
this clear on the f ace of the statute. 

In our opinion, persons who sign a document filed with the Com- 
mission containing an untrue statement or material omission, every 
controlling person 1 and the issuer should be civ illy liable to any person 
who is not aware of such untruth or omission and who receives or is 
shown a copy of the statement or document in connection with a 
purchase of such securities, or who relies directly or indirectly on such 
untrue statement or omission in connection with such purchase. 

We also feel that, as to the issuer, there should be no defense to 
actions based upon any untruth or omission in a document filed with 
the Commission on the ground of lack of knowledge. 

On the other hand, we do not believe that liability for false or mis- 
jeading statements in an exempted offering should be imposed on 
any officer, director, or other individual associated with the offering 
provided he can sustain the burden of proving that he acted in good 
faith and did not know of the untruth or omission on which the ac- 
tion is based. 

Thus, directors and other individuals under our proposal would not 
he liable in the absence of actual misconduct or bad faith, but the 
issuing corporation would have an absolute liability for any false 
or misleading statements, even if innocently made. 

A new section 12(b) which would be added to the statute by sec- 
tion 5 of the bill would accomplish these purposes. 

A second purpose of section 5 of the bill would be to resolve any 
existing ambiguity as to the jurisdictional application of the present 
civil liability provisions of the act. 

It has been held in one circuit that this section applies only if the 
fraudulent or misleading statements are made by the use of the mails 
or facilities of interstate commerce. However, three courts of ap- 
peals have rejected this view and have held essentially that jurisdic- 
tional grounds exist if the interstate facilities are used in connection 
with the sale or delivery of the security. 

Section 5 of the bill would rearrange the jurisdictional language of 
the statute to resolve any ambiguity and to conform it to the majority 
judicial view, which in our opinion, effectuates the congressional in- 
tention. 

We also propose the enlargement of the criminal provisions of the 
statute to cover any false and misleading filings made with the Com- 
mission, including filings in connection with exempt offerings. 

Section 24 of the act now makes it a criminal offense for any per- 
son willfully in a registration statement filed under the act to make 
any false or misleading statements. 

Section 10 of the bill would amend the foregoing provisions to 
encompass not only a registration statement, but any application, re- 
port, or other document filed under the act. 

I should point out that in our view the proposed extension of civil 
and criminal liabilities with respect to exempt offerings should be 
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enacted independent of whether the ceiling on the section 3(b) 
exemption is raised to $500,000. 

Section 7 of the bill is designed to strengthen our enforcement 
activities through the use of the injunctive remedy. 

Section 20(b) of the act now provides that we may obtain an jp- 
junction when it appears that a person is engaged or is about to en- 
gage in a violation of the act, or any rule thereunder. 

In the norma] situation, we learn of a violation of the act after 
it has occurred. Past violations are considered by many courts as 
affording a sufficient basis for an injuction since they indicate the 
possibility of a future violation. However, there is some reluctance 
to adopt this position in some jurisdictions, and we submit that our 
enforcement would be aided if it were expressly stated that a past 
violation is a basis for an injunction, even though the violations may 
have since been discontinued, as so often occurs. 

To this end we propose that the Securities Act—as do the Invest- 
ment Company Act and Investment Advisers Act already—state 
specifically that injunctive relief may be obtained against a person 
who “has engaged” in a violation. 

The absence of such language has at times forced us to be reluctant 
to file injunction suits in cases where an injunction, with its threat 
of contempt proceedings for violation, might serve as a desirable 
deterrent. 

This is particularly true as regards that element who engage in 
intermittent operations in violation of the act. Of course, any in- 
junctive relief is always subject to the general discretionary power 
of the court, and therefore it would still be true that not every viola- 
tion would be a basis for an injunction. 

Section 11 of the bill would, like the recommendation we have 
made under the Investment Advisers Act, expressly prohibit any 
person, indirectly or through any other person, from violating the 
act and would explicitly make aiders and abettors liable in civil and 
administrative proceedings. 

I might note that the proposals with respect to aiders and abettors 
and to past violations as a basis for injunctive relief are also included 
in our recommendations for amendments to the Securities Exchange 
Act of 1934. 

Fourthly, let me take up H.R. 5002, proposals to amend the Trust 
Indenture Act of 1939. 

I should like to offer for the record that part of our statement pre- 
viously submitted to this committee which contains a sectional analysis 
of the amendments proposed in H.R. 5002, together with a compara- 
tive print. 

I may say that on reexamination, the language of section 3 of the 
bill seems to need clarification and a suggested modification is set 
forth in a supplement to the comparative print. 

Mr. Dotiineer. It will be inserted in the record at this point. 
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(The document referred to is as follows:) 
{February 1959] 
AMENDMENTS TO THE TRUST INDENTURE ACT OF 1939 
GENERAL OBJECTIVES OF STATUTE 


In general the Trust Indenture Act of 1939 requires that bonds, notes, deben- 
tures, and similar securities publicly offered for sale, except as specifically ex- 
empted by the act, be issued under an indenture which meets the requirements 
of the act and has been duly qualified with the Commission. The act requires 
the indenture to be qualified, to designate standards of eligibility and quali- 
fication of the corporate trustee, to outlaw exculpatory provisions with respect 
to the liability of the indenture trustee, and to provide provisions by which the 
securities issued thereunder may be protected and enforced. 


WHAT THE BILL WOULD DO 


The amendments embodied in the bill are recommended by the Securities and 
Exchange Commission, which is of the opinion that such changes will materially 
assist in the enforcement of the statute without altering its basic provisions and 
purposes. In brief, the proposed amendments would: (1) conform the provision 
relating to the size of offerings which are exempted from registration to amend- 
ments proposed in the Securities Act of 1933, (2) extend the time within which 
certain applications for exemption from the act might be filed, and (3) provide 
an administrative remedy during the entire period following the filing of the 
application for qualification and before its effective date. The specific amend- 
ments by which such changes would be effected are explained more fully below. 


EXPLANATION BY SECTIONS 


Section 1—Increase of eremption from $250,000 to $500,000 

Present law.—Section 304(a) (8) presently exempts any security to be issued 
otherwise than under an indenture in an aggregate principal amount not to ex- 
ceed $250,000 within a period of 12 consecutive months. 

Problem.—Since it is proposed to increase the exemption in section 3(b) of 
the Securities Act of 1933 from $300,000 to $500,000, the Commission believes that 
a similar increase should be made in the subject exemption. 

Remedy in the bill.—To accomplish the foregoing result it is proposed to amend 
section 304(a)(8) to strike out the $250,000 figure and insert in lieu thereof 
$500,000. 


Section 2—Extension of time within which to file applications for exemption 


Present law.—-Section 304(c) of the Trust Indenture Act of 1939 presently 
permits the filing of an application for exemption from provisions of the act 
where the change in an indenture would require the consent of holders of se- 
curities outstanding under the indenture or would impose an undue burden 
on the issuer having due regard to the public interest and the protection of in- 
vestors. However, this application may be filed only if there are outstanding 
at the time of filing securities which were outstanding prior to or within 6 months 
after August 3, 1939. 

Problem.—In anticipation of the fact that the opportunity to file application 
for exemption would some day expire, most companies have inserted such pro- 
visions of the act in their indenture to become effective when such old inden- 
ture securities are no longer outstanding. However, in some cases there was 
a delay in inserting such provisions, so that there may be a period of time 
when such a company would be unable to do mortgage financing because of its 
inability to comply with certain provisions of the act under the standards of this 
provision. 

Remedy in the bdill—In order to afford such companies an opportunity to 
bring their indentures fully into compliance with the act without undue hard- 
ship, the Commission proposes to amend such provision so as to extend the time 
of filing applications for exemption thereunder if securities were outstanding 
when the application is filed which were outstanding on January 1, 1959. 
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Section 3—Administrative remedies 


Present law.—Section 305(b) of the Trust Indenture Act of 1939 present} 
authorizes the Commission to enter an order in accordance with section 8(b) 
of the Securities Act of 1933 if it finds after notice and opportunity for hearin 
that the security is not to be issued under an indenture, that the indenture dex 
not conform to the requirements of sections 310 to 318 of the act, or any person 
designated as trustee under the indenture is not eligible or qualified under 
section 310 of the act. 

Problem.—Section 8(b) of the Securities Act of 1933 requires that the ad- 
ministrative proceeding be instituted not later than 10 days after the filing of 
the registration statement and the opportunity for hearing must be affordeg 
wihin 10 days after such notice. 

Administrative experience has shown that section 8(b) does not permit suffi- 
cient time within which to examine the material filed and to institute the pro- 
ceeding. Accordingly, the Commission is left without an effective administrative 
remedy unless the applicant for some reason files an amendment which would 
constitute a new filing date. 

Remedy in the bill—The Commission recommends that section 305(b) pe 
amended to eliminate the reference to section 8(b) of the Securities Act of 1933 
and to authorize the institution of such administrative proceedings at any time 
prior to the effective date of the registration statement, which hearing shall be 
held within 15 days after such notice. 


{February 1959] 


COMPARATIVE PRINT OF PROPOSED AMENDMENTS TO THE TRUST INDENTURE ACT oF 
1939, AS AMENDED 


{Deletions in bracket; additions in italics] 


Section 1 would amend paragraph (8) of section 304(a) of the Trust Indenture 
Act of 1939, as amended, as follows: 

“(a) The provisions of this title shall not apply to any of the following 
securities: * * * 

“(8) any security which has been or is to be issued otherwise than under 
an indenture, but this exemption shall not be applied within a period of 
twelve consecutive months to more than [$250,000] $500,000 aggregate prin- 
cipal amount of any securities of the same issuer; or” 

Section 2 would amend subsection (c) of section 304 of the Trust Indenture 
Act of 1939, as amended, as follows: 

“(¢e) The Commission shall, on application by the issuer and after opportunity 
for hearing thereon, by order exempt from any one or more provisions of this 
title any security issued or proposed to be issued under any indenture under 
which, at the time such application is filed, securities referred to in paragraph 
(3) of subsection (a) of this section are outstanding or on January 1, 1959, 
such securities were outstanding, if and to the extent that the Commission finds 
that compliance with such provision or provisions, through the execution of a 
supplemental indenture or otherwise— 

“(1) would require, by reason of the provisions of such indenture, or the 
provisions of any other indenture or agreement made prior to the enactment 
of this title, or the provisions of any applicable law, the consent of the 
holders of securities outstanding under any such indenture or agreement; or 

““(2) would impose an undue burden on the issuer, having due regard to 
the public interest and the interests of investors.” 

Section 3 would amend subsection (b) of section 305 of the Trust Indenture 
Act of 1939, as amended, as follows: 

“b) [The Commission shall issue an order prior to the effective date of 
registration refusing to permit such a registration statement to become effective, 
if it finds that—] Jf the Commission finds, after notice given prior to the effec- 
tive date of a registration statement and after opportunity for hearing (at a 
time fired by the Commission) within fifteen days after such notice, that— 

(1) the security to which such registration statement relates has not 
been or is not to be issued under an indenture ; 

(2) such indenture does not conform to the requirements of sections 310 
to 318, inclusive; or 
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(3) any person designated as trustee under such indenture is not eligible 
to act as such under subsection (a) of section 310 or has any conflicting 
interest as defined in subsection (b) of section 310; 

ut no such order shall be issued except after notice and opportunity for hear- 
ing within the periods and in the manner required with respect to refusal orders 
pursuant to section 8(b) of the Securities Act of 1933. If and when the Com- 


mission deems that the objections on which such order was based have been 
met, the Commission shall enter an order rescinding such refusal order, and 
the registration shall become effective at the time provided in section 8(a) of 
the Securities Act of 1933, or upon the date of such rescission, whichever shall 
be the later.] the Commission shall issue an order refusing to permit the regis- 
tration statement to become effective until the objections on which such order 
is based have been met. If and when the Commission deems that such objec- 
tions have been met, the Commission shall so declare and the registration state- 
ment shall become effective at the time provided in subsection (a) of section 
8 of the Securities Act of 1933, or upon the date of such declaration, whichever 
date is the later. 


SUPPLEMENT 


In section 3, the language between the last bracketed material and the final 
sentence of the section shall be revised to read as follows: “the Commission 
shall issue an order supending the effectiveness of the registration statement 
until the objections on which such order is based have been met.” 

Mr. Gapssy. Subject to certain exemptions, the Trust Indenture 
Act of 1939 requires that bonds, notes, debentures, and similar se- 
curities publicly offered for sale be issued under an indenture. 

The act requires the indenture to be qualified with the Commission: 
it designates standards of eligibility and qualification of the corporate 
trustee; it outlaws exculpatory provisions with respect to the liability 
of the indenture trustee; and it requires the indenture to include pro- 
visions by which the securities issued under the indenture may be pro- 
tected and enforced. 

Section 304(a)(&) of the act exempts any security to be issued 
otherwise than under an indenture in an aggregate principal amount 
not to exceed $250,000 within 12 consecutive months. 

Section 1 of the bill would increase this ceiling to $500,000, making 
this exemption of equal amount to that proposed under section 3(b) 
of the Securities Act. 

Under Section 304(c) of the act, we may grant exemptions from 
certain provisions of the act if at the time the exemption is requested 
there are bonds outstanding under the indenture to be qualified which 
were outstanding at the time the act went into effect in 1940. 

There are certain companies which, because of contractual obliga- 
tions in connection with certain series of bonds, have been unable to 
bring into compliance with the act the indenture under which they 
customarily do their debt financing. 

Section 2 of the bill would afford such companies additional time 
within which to achieve full compliance. 

Section 305(b) relates to Commission proceedings to refuse effec- 
tiveness with respect to indentures not in compliance with the statute 
or trustees not qualified to act thereunder. 

The time limit now prescribed by the section for such a proceeding, 
which must be instituted not later than 10 days after the filing and 
a hearing must follow within 10 days of the notice, is administratively 
impracticable. 

Under section 3 of the bill, we would be able to institute a proceed- 
ing at any time after the filing, but prior to the effective date. 

48168—60——11 
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Next, let me turn to H.R. 2480—proposals to amend the Securities 
Exchange Act of 1934. 

I should like to offer for the record a statement containing g gop. 
tional analysis of the proposed amendments to the 1934 act and also 
a comparative print. 


Mr. Dotiincer. They will be included in the record at this point, 
(The documents referred to are as follows :) 


AMENDMENTS TO SECURITIES EXCHANGE AcT oF 1934 


GENERAL OBJECTIVE OF STATUTE 


The general objective of the Securities Exchange Act of 1934 is to protec 
the public and investors against malpractices in the securities and financial] 
markets. The statute provides for disclosure of information concerning sgecy. 
rities listed on exchanges and for the regulation of trading in securities On 
exchanges and in over-the-counter markets. The statute contains provisions 
for enforcement by the Commission through administrative and injunctive ao. 
tions and for the referral of information concerning violations to the Depart- 
ment of Justice for criminal prosecution. 


WHAT THE BILL WILL DO 


The amendments embodied in the bill are recommended by the Securities 
and Exchange Commission. A substantial number of the proposed amendments 
are designed to make the Commission’s enforcement activities more effective 
by providing additional remedies and eliminating or minimizing various prob. 
lems which have come to light in the course of Commission enforcement over 
the past several years. Some of the proposed amendments are designed simply 
to recognize changes that have taken place since the original adoption of the 
statute. 

In brief, the more significant of the proposed amendments would (1) clarify 
and strengthen the statutory provisions relating to manipulation and to the 
financial responsibility of brokers and dealers; (2) authorize the Commission by 
rule to regulate the borrowing, holding, or lending of customers’ securities by a 
broker or dealer; (3) make it clear that attempts to purchase or sell securities 
are covered by the antifraud provisions of the statute; (4) revise the provi- 
sions relating to broker and dealer registration with respect to (a) the basis 
on which action for denial or revocation may be taken, (b) the sanctions which 
may be imposed by the Commission, (c) the conditions under which an applica- 
tion for registration may be withdrawn, and (d) the postponement of the ef- 
fectiveness of an application for registration; (5) prohibit trading in a security 
in the over-the-counter market for limited periods where the public interest and 
the protection of investors so requires; (6) clarify the Commission’s authority 
to suspend a security from exchange trading where there has been a failure 
to comply with the act and where otherwise necessary in the public interest; 
(7) authorize the Commission to suspend or withdraw the registration of a 
securities exchange when the exchange has ceased to meet the requirements 
for original registration; (8) implement the injunctive provisions of the statute 
and make it clear that a showing of past violations is a sufficient basis for in- 
junctive relief and also that aiders and abettors may be responsible in civil 
and administrative proceedings; (9) provide that an insolvent broker or dealer 
may be adjudicated a bankrupt in an injunctive proceeding instituted by the 
Commission; (10) make it a violation of this act to embezzle moneys or securities 
entrusted to the care of an exchange member or a registered broker or dealer; 
and (11) provide for a forfeiture of $100 for each day that any report required 
wnder the act is delinquent. 

The provisions of each section are explained more fully below. 


EXPLANATION BY SECTIONS 


Section 1—Modification of definition of term “member” of an eachange 
Present law.—Section 3(a) (3) of the act defines the term “member” of an ex- 


change and expressly includes each partner of a member firm but does not 
include officers and directors of a member corporation. 
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Problem.—Since national securities exchanges now provide for corporate mem- 
pershins, the Commission believes that officers and directors of a member cor- 
poration should be required to meet the same standards and be subject to the 
game sanctions as partners of a member firm. 

Remedy in the bill—To accomplish the foregoing result, it is proposed to 
amend the definition of the term “member” to include any officer or director of 
any member firm, organization, or corporation. Since stockholders of corporate 
members are not included within the definition of “member,” it is also proposed 
to exclude limited partners from the definition. 


Section 2—Elimination of references to the Philippine Islands and Alaska in 
the definition of “State” 

Present law.—Section 3(a) (16) of the act defines the term “State” to include 
any State of the United States, and in addition, among others, the Philippine 
Islands and Alaska. 4a 

Problem.—The Philippine Islands are no longer a possession and Alaska is 
now a State. 

Remedy in the bill—The amendment would delete these references. 


Section 3—Eatension of time in which Commission may grant or deny applica- 
tion for registration of an exchange 


Present law.—Section 6 of the act provides for the registration of securities 
exchanges. It requires the applicant exchange to file certain agreements and 
certain information, and it further provides, as a condition to registration, that 
it must appear to the Commission that the exchange is so organized as to be able 
to comply with the act and the Commission’s rules thereunder, and that the 
rules of the exchange are just and adequate to insure fair dealing and to protect 
investors. Subsection (e) provides that the Commission shall enter an order 
either granting or denying registration within 30 days after the application is 
filed. Denial of registration must be preceded by “appropriate notice and 
opportunity for hearing.” 

Problem.—The requirement that an order denying registration of an exchange 
must be entered within 30 days after the application is filed has created serious 
administrative difficulties. It has meant that within that 30-day period the 
Commission must examine the application to determine whether the rules of the 
exchange meet the statutory standards, conduct an investigation, order a hear- 
ing (allowing adequate notice), conduct a hearing, review the record, and enter 
an order, all in accordance with the Administrative Procedure Act; and it must 
also prepare an opinion where this is appropriate. 

Remedy in the bill.—It is proposed to amend subsection (e) of section 6 to 
change from 30 to 90 days the period within which the Commission’s order grant- 
ing or denying registration must be entered. 


Section 4—Clarification and extension of coverage under margin requirements 


Present law.—Section 7(c), which deals with the extension of credit on securi- 
ties, now applies only to members of a national securities exchange and to brokers 
and dealers who transact a business in securities through the medium of any 
such member. 

Problem.—Under section 15 of the act, brokers and dealers in the over-the- 
counter market must register as a condition to using the mails and facilities 
of interstate commerce. Most registered over-the-counter brokers and dealers 
do some business through the medium of exchange members. Technical questions 
have arisen as to how much business must be transacted in order to constitute 
transacting a business in securities through the medium of an exchange member. 

Remedy in the bill—In order to obviate the question, it is proposed to amend 
pesras 7(c) so that these sections will also apply to registered brokers and 

ealers. 

As noted below, this same problem is also presented by the provisions of sec- 
tions 8, 11(d), and 14(b) of the statute and a comparable amendment is 
proposed. 

Section 5 


To meet the problem discussed under section 4 above, it is proposed to make 


section 8 of the act, dealing with financial responsibility, applicable to registered 
brokers and dealers. 
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Section 6—Integration and expansion of coverage under financial TeEsPOnsibility 
requirements 


Present law.—Section 8(b) is intended to require a broker to limit his “ag. 
gregate indebtedness” so that it will not exceed 2,000 per centum of his “net 
capital’ or such lesser figure as may be prescribed by rules of the Commission, 

Under section 15(c) (3) of the statute, the Commission has general rulemaking 
power to provide safeguards with respect to the financial responsibility of over. 
the-counter brokers and dealers. Pursuant to this section the Commission hag 
adopted rule 15¢c3-1 (17 CFR 240.15¢c3-1), which has the same purpose as Section 
8(b) but which specifies in detail what is to be included in the concepts of 
“aggregate indebtedness” and “net capital.” 

Problem.—Section 8(b) is ambiguous and not effective as it stands. It takes 
into account aggregate indebtedness arising only in the ordinary course of 
business as a broker (not dealer), and some question has been raised as to the 
scope of the Commission’s rulemaking power under this section. 

Even rule 15c3-1 is not fully adequate because section 15(c) (3) is applicable 
only when the broker or dealer is effecting, inducing, or attempting to induce 
a transaction in the over-the-counter market. The rule cannot be made appii. 
eable when a broker or dealer effects a transaction on a national securities ex. 
change. 

Remedy in the bill—It is proposed to transfer to section 8(b) the provision 
relating to the financial responsibility of brokers and dealers which now appears 
in section 15(c)(3) of the act, so that regulations under the new section could 
be applicable no matter where the transaction is effected. 

The Commission’s rule 15c3-1 now exempts the members of all exchanges 
whose rules have been found by the Commission to impose requirements more 
comprehensive than the Commission’s requirements, and no change in this re 
gard is contemplated. 


Section 7.—Tightening of the provisions relating to the handling of customers’ 
securities 

Present law.—Section 8(d) makes it unlawful for a member, broker or dealer 
to lend a customer’s security without the written consent of such customer, 

Problem.—Section 8(d) does not provide for the segregation of customers’ 
fully-paid securities or excess collateral. Some stock exchanges have rules 
which require members to segregate customers’ fully-paid securities and excess 
collateral, but they do not apply to brokers or dealers who are not members 
of such exchanges. 

Remedy in the bill—It is proposed to amend section 8(d) so as to make it 
unlawful for members, brokers, and dealers to borrow, lend or hold customers’ 
securities in contravention of rules and regulations prescribed by the Commis- 
sion to provide safeguards with respect to securities carried for the accounts of 
customers. 





Section 8—Tighten antimanipulation provisions relating to “matched orders” 


Present law.—Section 9(a) deals with the manipulation of the prices of 
securities which are registered on national securities exchanges. Clauses (B) 
and (C) of section 9(a)(1) prohibit manipulation by the use of what are 
commonly known as matched orders. 

Problem.—Section 9(a)(1) is designed to prohibit manipulation by arrange 
ments, perhaps among confederates or coconspirators, to enter, buy, and sell 
orders at substantially the same time for the purpose of creating a false ap- 
pearance of activity and influencing the price. In order to come within the 
prohibition, however, the section now requires that the orders must be of sub- 
stantially the same size, entered at substantially the same time, and at substan- 
tially the same price. In Wright v. S.E.C., 112 F. 2d 89 (C.A. 2, 1940), the 
court gave a restrictive interpretation to the phrase “of substantially the same 
size,” which has precluded subsequent reliance on the statutory prohibitions 
against manipulation by “matched orders.” In view of the fact that stock 
exchange rules and practices normally result in orders being executed in 100 
share lots, the overall size of the buy-and-sell orders placed by a manipulator 
at a given time does not determine the effectiveness or misleading character of 
the manipulation by “matched orders.” 

Remedy in the bill—It is proposed to delete the phrase “of substantially the 
same size,” without changing the other requirements of section 9(a) (1), im 
cluding the requirement that activity, in order to constitute a violation, must 
be for the purpose of creating a false or misleading appearance of active trad- 
ing in the security or a false or misleading appearance with respect to its market. 
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section 6—Integration and expansion of coverage under financial responsibility 
in all requirements 


Present law.—Section 9(a)(2) contains the more general antimanipulative 
provisions of the section. Section 9(a) (6) authorizes the Commission by rule 
to regulate the related problem of stabilization of securities. 

Problem.—As they stand, each of these subsections now requires proof of a 
“series of transactions.” The more detailed rules of the Commission with ref- 
erence to manipulation and stabilization which have been adopted pursuant to 
the general antifraud and antimanipulative provisions of the act in section 
10(b) apply to individual manipulative or stabilizing transactions, without re- 
quiring proof of a series of such transactions. Experience has shown that, 
where the price at which a large distribution of securities is going to be made 
is keyed to the market price existing at the commencement of the distribution, 
as is commonly the case, even one manipulative transaction can effect the over- 
all price paid by the public and received by the distributors by many thousands 

ollars. 
Oe ecde in the bill—It is proposed to make sections 9(a)(2) and 9(a) (6) 
applicable where one or more manipulative or stabilizing transactions is effected. 
The proposal merely involves the codification in the statute of a principle al- 
ready in effect under the Commission’s rules relating to manipulation and 
stabilization. 


Section 10-—Clarification of general antifraud provisions 


Present law.—Section 10 contains prohibitions against effecting short sales 
and against engaging in manipulative or deceptive activities in the purchase 
or sale of securities, in contravention of Commission rules. Subsection (b) 
now applies to manipulative or deceptive activities “in connection with the 
purchase or sale of any security.” 

Problem.—The statute should be amended to make it entirely clear (1) that 
section 10(b) covers the so-called front-money racket, that is, obtaining money 
from an issuer for alleged services in arranging an underwriting or financing for 
the issuer, without actually intending to or being in a position to arrange the 
proposed underwriting or financing; and (2) that the section reaches manip- 
ulative and deceptive activities in connection with attempts to buy or sell 
securities as well as in connection with consummated transactions. 

Remedy in the bill——It is proposed to make section 10(b) also applicable 
to manipulative activities in connection with “any attempt to purchase or sell, 
any security.” 





Section 11—Eztending coverage of prohibitions relating to extension of credits 
by members, brokers, and dealers on new security issues and of require- 
ments for disclosure of capacity 


Present law.—Section 11(d) of the act prohibits a person who is a broker 
and a dealer (1) from extending credit to a customer on any security which is 
part of a new issue where, within 30 days, he participated in the distribution 
of such issue as a member of a selling syndicate or group; and (2) from effect- 
ing a transaction with a customer unless he discloses the capacity in which he 
is acting. 

Problem.—The requirement that the prohibition against credit extension be 
applicable only to persons engaged in business both as a broker and a dealer 
was written into section 11 because it appeared that the combination of the 
broker-and-dealer functions in the same person made it possible for a dealer 
who has undertaken to distribute securities to the public to induce his broker- 
age customers to buy the securities by offering to extend credit on them. (See 
H. Rept. 1383, Apr. 27, 1934, to accompany H.R. 9323, 73d Cong., 2d sess., p. 22. 
At that time the Congress contemplated the possibility of complete segregation 
of the broker and dealer functions and directed the Commission, in subsection 
(e), to make a study of the problem. 

In 1936 the Commission submitted its “Report to the Congress on the Feasibility 
and Advisability of the Complete Segregation of the Functions of Dealer and 
Broker,” in which it advised against a requirement of complete segregation of 
such functions. Separation of functions no longer appears to be pertinent to 
the problem of extension of credit on new issues of securities. 

Remedy in the bill.—It is proposed in the amended section to make such section 


applicable to members, dealers, and brokers whether or not they combine the 
two functions. 
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Section 12 


To meet the problem discussed under section 4 above, it is proposed to Make 
section 14(b) of the act, dealing with the giving of proxies in respect of cus. 
towers’ securities, applicable to registerd brokers and dealers. 


Section 13—Tightening provisions relating to denial or revocation of registra. 
tion of brokers and dealers 

Present law.—In general, section 15(b) of the act provides for the registration 
of brokers and dealers and for the denial, revocation, withdrawal, and canceljg. 
tion of such registration. 

The fourth paragraph of section 15(b) provides that the Commission shall, 
after appropriate notice and opportunity for hearing, deny or revoke the registra- 
tion of any broker or dealer if it finds that such denial or revocation ig in the 
public interest and that such broker or dealer, or any person directly or indi. 
rectly controlling or controlled by such broker or dealer, is subject to certain 
specified disqualifications. Procedurally it also provides, among other things, 
that pending final determination whether any registration shall be denied, the 
Commission may by order postpone the effective date of registration for a periog 
not to exceed 15 days, but if, after appropriate notice and opportunity for hear. 
ing, it appears to the Commission to be necessary or appropriate in the public 
interest or for the protection of investors to postpone the effective date of 
registration until final determination, the Commission shall so order. 

The disqualifications which are the basis for denial or revocation of registra. 
tion are contained in clauses (A) to (D), inclusive. Clause (B) sets out a dis. 
guulification consisting of conviction within 10 years of a felony or misde 
meanor “involving the purchase or sale of any security or arising out of the 
conduct of the business of a broker or dealer.” Clause (C) makes certain ip. 
junctions a basis for denial or revocation. Clause (D) provides a disqualifica. 
tion for willful violations of the Securities Act of 1933 and the Securities Bx. 
change Act of 1934. 

Problem (1).—Persons convicted of certain crimes not now covered in clause 
(B) should also be ineligible for registration when the Commission finds it ig 
in the public interest to deny or revoke registration. Clause (B) should, con- 
sequently, be broadened. 

femedy in the bill.—(1) It is proposed that clause (B) be amended so that 
conviction of any felony or misdemeanor which the Commission finds arises out 
of the conduct of the business of an investment adviser, or involves embezzle 
ment, fraudulent conversion, or misappropriation of funds, securities, or other 
property, or involves a violation of the mail fraud statute, shall also be a basis 
for denial, suspension, or revocation of registration. 

Problem (2).—An injunction arising out of the conduct of business of a broker 
or dealer or an investment adviser, which is not now covered by clause (C), 
should also constitute a disqualification, so that the Commission can determine 
whether it is in the public interest for the person involved to be permitted to 
engage, or continue, in the securities business. 

Remedy in the bill.—(2) It is recommended that clause (C) be expanded so 
that it includes an injunction arising out of the conduct of the business of a 
broker, dealer, or investment adviser. 

Problem (8).—Clause (D) does not provide a disqualification when the Com- 
mission finds that there has been a willful violation of the Investment Advisers 
Act of 1940. The Commission, here too, should be permitted to determine whether 
such a violator may consistent with the public interest engage in the securities 
business. 

Remedy in the bill.—(3) It is proposed that clause (D) be amended to provide 
that willful violation of the Investment Advisers Act of 1940, or any rule or 
regulation adopted thereunder, also constitutes a basis for denial, suspension, or 
revocation or registration. 

Problem (4).—Section 15(b) provides only one ultimate sanction in connec 
tion with an effective registration, namely, revocation. When, in the Commis- 
sion’s opinion, this sanction is too drastic, the Commission should be authorized 
to impose the sanction of suspension. Section 15(b) now provides for suspension, 
but only pending final determination in certain situations. Sections 15A (1)-(2) 
and 19(a) (3) authorize the Commission to impose a sanction of suspension (as 
an alternative to expulsion) upon a member of a registered securities association 
or national securities exchange under certain conditions. It is believed that if 
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a similar flexibility in the imposition of sanctions is provided for in section 15(b), 
the purposes and provisions of the section could be more effectively enforced. 

Remedy in the bill.—(4) It is proposed that section 15( b) be amended to give 
the Commission authority to impose a sanction of suspension where it believes 
that the more drastic sanction of revocation of registration is not necessary. 

Problem (5).—The present provision with respect to the temporary postpone- 
ment of effectiveness of a registration when the Commission proposes to insti- 
tute proceedings to determine whether to deny registration has proved adminis- 
tratively unworkable. Under the statute an application for registration becomes 
effective 30 days after filing, and the Commission may postpone effectiveness an 
additional 15 days. Where the Commission has instituted a denial proceeding, 
it may postpone effectiveness until final determination only after hearing, Con- 
sequently, when the Commission institutes a denial proceeding it now can post- 
pone effectiveness until final determination only if, within 45 days after the filing 
of the application, it issues a notice and order for hearing, conducts the hearing, 
reviews the record, and issues its order of postponement. It frequently becomes 
a practical impossibility to give adequate notice of the hearing, conduct the hear- 
ing, review the record, and enter an order within this limited period. Fur- 
thermore, if such an effort were undertaken it would ordinarily be necessary to 
duplicate the conduct of hearings and the taking of evidence on both the post- 
ponement question and the ultimate denial question. 

Remedy in the bill—(5) It is proposed to amend section 15(b) to authorize 
the Commission to extend from 15 to 90 days the period during which it can 
postpone the effective date of registration. In a period of this length, the Commis- 
sion could ordinarily conduct its proceeding to determine whether registration 
should be denied. 

Problem (6).—Section 15(b) authorizes the Commission to subject withdrawal 
of registration to terms and conditions deemed necessary in the public interest 
or for the protection of investors, but does not provide the conditions under which 
an application for registration may be withdrawn, 

Remedy in the bill.—(6) It is proposed to amend section 15(b) to codify the 
existing administrative practice by providing that an application for registra- 
tion may be withdrawn only with the consent of the Commission if the request 
to withdraw the application is received by the Commission after it has com- 
menced a proceeding to deny registration. Aside from the wasted administra- 
tive energies and expense that might be involved if withdrawal of an application 
for registration were allowed after a proceeding is begun, it is usually im- 
portant to complete the proceeding and make a determination as to whether 
a statutory disqualification exists because it may be impossible at a later 
date, when a new application is filed, to obtain the witnesses or evidence to 
establish the disqualification. 


Section 14—Prohibition against over-the-counter trading in a “when issued” or 
“when distributed” basis in contravention of the Commission’s rules 


Present law.—Section 12(d) gives the Commission authority to deal by rule 
with the problems of so-called when-issued trading on a national securities ex- 
change (trading in a security prior to its issuance under contracts providing 
for delivery and settlement “when, as, and if” the security is issued). 

Problem.—This provision does not apply to trading over the counter. 

Remedy in the bill.—It is proposed that the Commission be given express rule- 
making authority with respect to “when issued” and “when distributed” trading 
in the over-the-counter markets. This would be done in a new section 15(c) (3). 

The present section 15(c) (3), which relates to the financial responsibility of 
brokers and dealers, would no longer be necessary as a separate provision since 


it is now proposed to deal with that subject matter in section 8(b), as explained 
earlier. 


Section 15—Eetension of the Commission’s authority to suspend trading to the 
over-the-counter markets 


Present law.—Section 19(a)(4) authories the Commission, under certain 
stated conditions, summarily to suspend trading, for specified periods, in any 
security registered on a national securities exchange. 

Problem.—Section 19(a) (4) applies only to trading on a national exchange 
and the Commission has no comparable statutory power as to securities traded 
only in the over-the-counter market. 

Remedy in the bill.—It is proposed to add a new section 15(c) (4) which will 
grant the Commission authority summarily to suspend trading in a security 
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in over-the-counter markets similar to the authority to suspend trading on an 
exchange granted in the proposed amendment to section 19(a) (4). See section 
20 below. 


Section 16—Addition of express provisions relating to jurisdiction to determine 
responsibility for violations in administrative proceedings 

Present law.—Section 15A(b) (4) now provides, in general, that a person who 
was tie “cause” of the entry of an order of suspension, expulsion, denial, or 
revocation, against a broker or dealer, shall be ineligible for membership in g 
national securities association, and shall be barred from employment by such 
a member in certain capacities, unless the Commission otherwise directs, in the 
public interest. 

Problem.—The statute is silent as to when, how, and by whom this determina. 
tion of “causation” is to be made, and the decision in Wallach v. S.E.C., 202 fF. 
2d 462 (C.A.D.C., 1953), has raised some doubt as to the proper course to be 
followed in determining this issue. 

Remedy in the bill.—It is proposed to provide expressly in section 15A(b) (4) 
that the Commission, or the association or exchange entering the order in ques. 
tion, shall have jurisdiction to determine who was a “cause” of its order, and 
to provide for appropriate notice and hearing on the question of causation. 


Section 17—Provision for review by the Commission of action by a national se. 
curities exchange against registered representatives 

Present law.—None. 

Problem.—Sections 15A (g) and (h) provide for review by the Commission 
of disciplinary action taken by a national securities association against its mem- 
bers and of denial of membership in such association. The National Associa- 
tion of Securities Dealers, Inc., the only national securities association, has pro- 
vided in its rules, adopted pursuant to section 15A of the statute, for the regis- 
tration with it as “registered representatives” of certain individuals employed 
by or associated with its members. Where the association takes disciplinary 
action against both a member and one or more of its registered representatives, 
its action may now be reviewed by the Commission under subsections (g) and 
(h) of section 15A. Because there is no provision in the act for review of dis- 
ciplinary proceedings against registered representatives, there is serious ques- 
tion whether the association can take action against registered representatives 
without joining a member. 

Remedy in the bill—It is proposed to add a new section 15A(o) to afford 
registered representatives full rights of review in all cases, whether or not re 
lated action is taken against a member. 





Section 18—Ezpansion of the Commission’s authority to suspend or withdraw 
the registration of a national exchange 


Present law.—Under section 6 of the act the registration of a national securi- 
ties exchange may be granted only if its rules contain specified provisions, it 
is so organized as to be able to comply with the act and the Commissions’ rules 
thereunder, and the rules of the exchange are just and adequate to insure fair 
dealing and to protect investors. Section 19(a)(1) of the act authorizes the 
Commission to suspend or withdraw the registration of a national securities 
exchange for violation of the act or the Commission’s rules thereunder, or for 
failure of the exchange to enforce compliance therewith by a member or by an 
issuer of a security registered thereon. 

Problems.—The Commission is not, but should be, authorized to suspend or 
withdraw the registration of a national exchange if the exchange has ceased 
to meet the requirements for original registration, viz, if the exchange is no 
longer so organized as to be able to comply with the provisions of the Securities 
Exchange Act and the rules and regulations thereunder, or if the rules of the 
exchange are not just and adequate to insure fair dealing and to protect 
investors. 

Remedy in the bill.—It is recommended that section 19(a) (1) be expanded 
so that the Commission would be authorized, after appropriate notice and oppor- 
tunity for hearing, to suspend or withdraw the registration of a national se 


curities exchange when the exchange has ceased to meet the requirements for 
original registration. 





Secti¢ 
8 
Pre 
portu 
eurity 
tradil 
autho 
tradi 
ceedil 
all tr 
Pre 
to di 
secur 
powe 
is lin 
issuil 
has 1 
the s 
serie 
of a | 
(2 
ing i 
cums 
a se 
judg 
is a 
tion 
info! 
the | 
peri 
prov 
Re 
elim 
unde 
19(4 
in a 
(3 
miss 
for « 
Se 


Sect 
P 
indi 
to ¢ 
thre 
P 
the 
san 
R 
and 
cor 
the 


Sec 

F 
gat 
any 

I 
to « 
the 
pur 

I 
vio 





An 
on 


ne 


ho 
or 


he 


a- 


4) 
1g 
nd 


\s- 


SECURITIES ACTS AMENDMENTS, 1959 163 


Sections 19 and 20—Expansion and clarification of the Commission’s authority to 
suspend trading in any registered security on a national securities exchange 


Present law.—Section 19(a) (2), which empowers the Commission, after op- 
portunity for hearing, to deny, suspend, or withdraw the registration of a se- 
curity on a national exchange, does not authorize the Commission to suspend 
trading in a security which still retains its registered status. Section 19(a) (4) 
authorizes the Commission, under stated circumstances, summarily to suspend 
trading on a national exchange in any registered security for a period not ex- 
ceeding 10 days, or, with the approval of the President, summarily to suspend 
all trading on any national exchange for a period not exceeding 90 days. 

Problem.—(1) During the pendency of proceedings under section 19(a) (2) 
to determine whether to deny, suspend, or withdraw the registration of a 
security on a national exchange, the Commission has exercised its summary 
power to suspend trading under section 19(a) (4). Since this power to suspend 
is limited to a period of 10 days, the Commission has followed the practice of 
issuing a series of consecutive orders under section 19(a) (4); but this practice 
has required a new determination every 10 days of the necessity of continuing 
the suspension under the standards of that section. Such periodic review and 
series of orders should be unnecessary to suspend trading during the course 
of a proceeding under section 19(a) (2). 

(2) Generally, the power under section 19(a) (4) summarily to suspend trad- 
ing in a particular security has been exercised where sudden changes of cir- 
cumstances make it appear that the information available to the public about 
a security is misleading or inadequate to permit investors to make an informed 
judgment with respect to the purchase or sale of the security, so that there 
is a possibility for fraud, and it appears that the additional necessary informa- 
tion can be obtained and made available to investors. Sometimes the necessary 
information cannot be obtained and made available in the 10-day period, and 
the Commission has had to renew the suspension for one or more additional 
periods not exceeding 10 days. However, section 19(a)(4) does not expressly 
provide such authority. 

Remedy in the bill—(1) The proposed amendment to section 19(a) (2) would 
eliminate the necessity of resorting to a series of successive 10-day suspensions 
under section 19(a)(4) during the pendency of a proceeding under section 
19(a) (2), and would empower the Commission temporarily to suspend trading 
in a security pending determination of a proceeding under section 19(a) (2). 

(2) The proposed amendment to section 19(a)(4) would codify the Com- 
mission’s interpretation that it has the power to renew temporary suspensions 
for one or more additional periods not exceeding 10 days each. 

Section 21 would amend the caption of section 20 of the act. 





Section 22—Clarification of provisions relating to prohibited activities 


Present law.—Section 20(b) makes it unlawful for any person, directly or 
indirectly, to do any act or thing which it would be unlawful for such person 
to do under the provisions of the act or the rules and regulations thereunder 
through or by means of any other person. 

Problem.—Section 20(b) is ambiguous, and there may exist some doubt as to 
the Commission’s authority to obtain an injunction, or impose administrative 
sanctions, against persons aiding or abetting violations of the act. 

Remedy in the bill—The proposed amendment would remove the ambiguity 
and specifically provide that it is unlawful for any person to aid, abet, counsel, 
command, induce, or procure any violation of the act or rule or regulation 
thereunder by any other person. 


Section 283—Clarification of the Commission’s authority to conduct investigations 


Present law.—Section 21(a) authorizes the Commission to conduct investi- 
gations to determine whether any person “has violated or is about to violate” 
any provision of the act, or any rule or regulation thereunder. 

Problem.—Section 21(a) does not specifically provide for an investigation 
to determine whether any person “is violating” the act or any rule or regulation 
thereunder, although the section obviously encompasses an inquiry for the 
purpose. 

Remedy in the bdill—The proposed amendment would add the phrase “is 
violating” to section 21(a). 
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Section 24—Implementation of provisions relating to the enjoining of violations, 
and enforcing of compliance with the act 


Present law.—Section 21(e) authorizes the Commission to institute a judicia} 
action to enjoin violations upon a showing that any person “is engaged or 
about to engage” in unlawful activities. Section 21(f) provides for the js. 
suance of writs of mandamus commanding any person to comply with the act, 

Problem.—As pointed out, in connection with section 20 of the Securities Act 
of 1933, clarification is necessary in connection with past violations as a basis for 
injunctions. 

The reference to mandamus contained in section 21(f) should be eliminateg 
in view of the fact that the Federal Rules of Civil Procedure have abolished 
the writ as a separate and distinct type of action, and provision for mandatory 
relief by an appropriate order should be included in the injunctive provisions 
of the statute; i.e., section 21(e). 

Remedy in the bill—The proposed amendment would add in section 21(e) the 
phrase “has engaged” to insure that an injunction may be obtained in an ap- 
propriate case, and add a provision giving the Commission authority to seek 
enforcement of compliance with the act or any rule and regulation or Com- 
mission order thereunder. 


Section 25—Addition of provisions for appointment of receiver, and the applica- 
tion of Federal Bankruptcy Act 

Present law.—Where the Commission institutes an injunctive action against an 
insolvent broker or dealer, the court may appoint a receiver under its inherent 
powers as a court of equity, but no express provision for the appointment of a 
receiver is contained in the act. 

Problem.—As the law now stands, such a receivership may be governed by 
State law, rather than by the standards which the Congress has written into 
the Federal Bankruptcy Act with reference to bankrupt stockbrokers. It is 
anomalous for State law, rather than Federal law, to be applicable in proceed- 
ing of this type instituted by a Federal agency in a Federal court, particularly 
in view of the fact that the Congress has dealt specifically and in detail with 
the problems of bankrupt stockbrokers in section 60e of the Bankruptcy Act. 

Remedy in the bill.—It is proposed to provide in section 21(f) that, if the 
court has jurisdiction over an insolvent broker or dealer in an injunctive action 
under section 21(e), if may, upon application of the Commission, adjudge such 
broker or dealer a bankrupt if it finds that he is unable to meet his debts as 
they mature and that such a receivership shall be administered as provided in 
the Bankruptcy Act. 

As pointed out in the discussion under the preceding section, the reference 
to writs of mandamus now contained in section 21(f) would be deleted, since a 
comparable remedy would be provided in the amended section 21(e). 

Sections 26 and 27 would change in references in section 25(a) and 27 to the 
United States Code to reflect modifications made in the numbering of its 
pertinent provisions. 


Section 28—Revision of provisions relating to the validity of contracts 


Present law.—Section 29 provides that contracts made in violation of the act 
shall be void in certain respects. It contains exceptions, one being that no con- 
tract shall be void because of violation of any rule under section 15(c) (3), 
which authorizes the Commission to adopt rules to provide safeguards with 
respect to the financial responsibility of brokers and dealers. It does not 
provide any such exception for contracts to violation of section 8(b), the other 
provision of the act dealing generally with financial responsibility. 

Problem.—It is proposed to consolidate sections 8(b) and 15(c¢) (3) and to 
designate the consolidated provisions as section 8(b). Since the consolidated 
provision may be more closely akin to the present section 15(c) (3) than the 
present section 8(b), the policy already indicated by the Congress in section 
29 should be adhered to, and provision made that no contract shall be void 
because of violation of any rule under section 8(b). 

Remedy in the bill—The proposed amendment would provide that no con- 
tract shall be void by reason of section 29(b) because of any violation of any 
rule or regulation under section 8(b), and would delete the reference to 
section 15(c) (3). 


Section 29—Revision of provisions relating to penalties 


Present law.—Subsection (c) of section 32 provides that the criminal penal- 
ties prescribed therein shall not apply to violations of the Commission’s rules 
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regarding financial responsibility of brokers and dealers under present section 
15(c) (3) with certain stated exceptions. 

Problems.—The proposed amendments relating to sections 8(b) and 15(c) (3) 
of the act which consolidate in section 8(b) the provisions regarding financial 
responsibility of brokers and dealers make the reference to section 15(c) (3) 
jnappropriate. In addition, this section should be redesignated in view of 
section 30 of the bill, which will add a new section 32(c) to the act. 

Remedy in the bill—The present section 32(c) would be redesignated as 
section 32(d). Reference to section 8(b) would be substituted for the present 
reference to section 15(c) (3). 


Section 30—Additional enforcement measure for failure to comply with report- 
ing requirements of the act 


Present law.—Section 32(a) provides criminal penalties for willful violations 
of any provisions of the act or any rules or regulations thereunder. Section 
82(b) provides for a forfeiture of $100 for each day for delinquent reports re- 
quired pursuant to an undertaking provided in section 15(d) of the act. That 
section requires that a registration statement filed pursuant to the Securities 
Act of 1933 shall contain an undertaking by the issuer to file the same reports 
required pursuant to section 13 of issuers with listed securities, if the offering 
price of the securities covered by the registration statement plus the aggregate 
value of other securities of the same class amounts to $2 million or more. 

The $100-a-day forfeiture provided in section 32(b) is in lieu of any criminal 
penalty which might be deemed to arise under section 32(a). 

Problem.—As already indicated, the $100-a-day forfeiture for delinquent re- 
ports is applicable only to limited filings required under the act. The imposi- 
tion of a comparable assessment generally would strengthen the enforcement 
techniques available to the Commission to assure timely filings as required by 
the statute or the rules thereunder. 

Remedy in the bill—The proposed new section 32(c) would authorize the 
Commission in its discretion to recover on behalf of the United States $100 per 
day for the failure to file any information or reports required by the act or 
rules thereunder for each and every day such failure to file continues beyond 
the time prescribed for the filing or beyond any time extension granted by the 
Commission. This payment would not be in lieu of any criminal penalty under 
section 32(a). 





Section 81—Prohibitions against larceny and embezzlement 


Present law.—The act now contains prohibitions against fraudulently obtain- 
ing customers’ funds or securities, but does not contain an express prohibition 
against embezzling or converting them. 

Problems.—The distinction between fraudulently obtaining customers’ funds 
or securities and embezzling or converting them is a thin and technical one. 
It may depend upon the technical question of whether the defendant is assumed 
to have had a wrongful intent at the time when he induced a customer to en- 
trust securities to him in connection with a securities transaction, or whether 
the idea of converting the securities first occurred to him after he got possession. 

Remedy in the bill.—It is proposed to add a new section, designated “section 
35,” which would prohibit any exchange member, broker or dealer, or any other 
person from wrongfully taking, converting, or embezzling money or securities 
of, or entrusted to the care of, any member of a national securities exchange; 
any broker or dealer who transacts business through the medium of such 
member; or any registered broker-dealer. A somewhat similar provision now 
appears in the Investment Company Act of 1940. 


[February 1959] 


COMPARATIVE PRINT OF PROPOSED AMENDMENTS TO THE SECURITIES EXCHANGE 
Act oF 1934, AS AMENDED 


[Deletions in brackets ; additions in italics] 
Section 1 would amend paragraph (3) of section 3(a) of the Securities Ex- 
change Act of 1934, as amended, as follows: 
“(3) The term ‘member’ when used with respect to an exchange means any 


firm, organization, corporation or other person [who is] permitted either to effect 
transactions on the exchange without the services of another person acting as 
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broker, or to make use of the facilities of an exchange for transactions thereon 
without payment of a commission or fee or with the payment of a commission 
or fee which is less than that charged the general public, and [includes] any 
[firm transacting a business as broker or dealer of which a member is a partner 
and any partner of any such firm.] general partner, officer, or director of any such 
jirm, organization, corporation, or other person.” 

Section 2 would amend paragraph (16) of section 3(a) of the Securities Bx. 
change Act of 1934, as amended, as follows: 

“(16) The term ‘State’ means any State of the United States, the District of 
Columbia, [Alaska,] Hawaii, Puerto Rico, [the Philippine Islands,] the Cana] 
Zone, the Virgin Islands, or any other possession of the United States.” 

Section 3 would amend subsection (e) of section 6 of the Securities Exchange 
Act of 1934, as amended, as follows: 

“(e) Within [thirty] ninety days after the filing of the application the Com- 
mission shall enter an order either granting or, after appropriate notice and 
opportunity for hearing, denying registration as a national securities exchange, 
unless the exchange applying for registration shall withdraw its application or 
consent to the Commission’s deferring action on its application for a stated 
longer period after the date of filing. The filing with the Commission of an 
application for registration by an exchange shall be deemed to have taken place 
upon the receipt thereof. Amendments to an application may be made upon such 
terms as the Commission may prescribe.” 

Section 4 would amend subsection (c) of section 7 of the Securities Exchange 
Act of 1934, as amended, as follows: 

“(c) It shall be unlawful for any member of a national securities exchange, 
or any broker or dealer who transacts a business in securities through the 
medium of any such member, or any broker or dealer registered pursuant to see- 
tion 15 of this title, directly or indirectly to extend or maintain credit or arrange 
for the extension or maintenance of credit to or for any customer—” 

Section 5 would amend the introductory paragraph of section 8 of the Securities 
Exchange Act of 1934, as amended, as follows: 

“Sec. 8. It shall be unlawful for any member of a national securities exchange, 
or any broker or dealer who transacts a business in securities through the me- 
dium of any such member, or any broker or dealer registered pursuant to section 
15 of this title, directly or indirectly—” 

Section 6 would amend subsection (b) of section 8 of the Securities Exchange 
Act of 1934, as amended, as follows: 

“(b) Zo effect any transaction in, or to induce or attempt to induce the pur- 
chuse or sale of, any security (other than an exempted security or commercial 
paper, bankers’ acceptance or commercial bills) in contravention of such rules 
and regulations as the Commission may prescribe as necessary or appropriate 
in the public interest or for the protection of investors to provide safeguards 
with respect to the financial responsibility of brokers and dealers. [To permit 
in the ordinary course of business as a broker his aggregate indebtedness to all 
other persons, including customers’ credit balances (but excluding indebtedness 
secured by exempted securities), to exceed such percentage of the net capital 
(exclusive of fixed assets and value of exchange membership) employed in the 
business but not exceeding in any case 2,000 per centum as the Commission may 
by rules and regulations prescribe as necessary or appropriate in the public 
interest or for the protection of investors.]”’ 

Section 7 would amend subsection (d) of section 8 of the Securities Exchange 
Act of 1934, as amended, as follows: 

“(d) To borrow, lend or hold any securities received or [To lend or arrange 
for the lending of any securities] carried for the account of any customer 
[without the written consent of such customer.] , or any securities substituted 
therefor, in contravention of such rules and regulations as the Commission may 
prescribe as necessary or appropriate in the public interest or for the protection 
of investors to provide safeguards with respect to securities carried for the 
accounts of customers.” 

Section 8 would amend clauses (B) and (C) of paragraph (1) of section 
9(a) of the Securities Exchange Act of 1934, as amended, as follows: 

“(1). For the purpose of creating a false or misleading appearance of active 
trading in any security registered on a national securities exchange, or a false 
or misleading appearance with respect to the market for any such security, (A) 
to effect any transaction in such security which involves no change in the bene- 
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ficial ownership thereof, or (B) to enter an order or orders for the purchase of 
such security with the knowledge that an order or orders [of substantially the 
sanie size,] at substantially the same time, and at substantially the same price, 
for the sale of any such security, has been or will be entered by or for the same 
or different parties, or (C) to enter any order or orders for the sale of any such 
security with the knowledge that an order or orders [of substantially the same 
size,] at substantially the same time, and at substantially the same price, for 
the purchase of such security, has been or will be entered by or for the same 
or different parties.” 

Section 9 would amend paragraphs (2) and (6) of section 9(a) of the 
Securities Exchange Act of 1934, as amended, as follows: 

“(2) To effect, alone or with one or more other persons, [a series of] one or 
more transactions in any security registered on a national securities exchange 
creating actual or apparent active trading in such security or raising or de- 
pressing the price of such security, for the purpose of inducing the purchase or 
sale of such security by others. 

* * * * - * 


“(6) To effect either alone or with one or more other persons [any series of] 
one or more transactions for the purchase and/or sale of any security registered 
on a national securities exchange for the purpose of pegging, fixing, or stabilizing 
the price of such security in contravention of such rules and regulations as the 
Commission may prescribe as necessary or appropriate in the public interest or 
for the protection of investors.” 

Section 10 would amend subsection (b) of section 10 of the Securities Ex- 
change Act of 1934, as amended, as follows: 

“(b) To use or employ. in connection with the purchase or sale of, or any 
attempt to purchase or sell, any security registered on a national securities 
exchange or any security not so registered, any manipulative or deceptive de- 
vice or contrivance in contravention of such rules and regulations as the Com- 
mission may prescribe as necessary or appropriate in the public interest or for 
the protection of investors.” 

Section 11 would amend subsection (d) of section 11 of the Securities Ex- 
change Act of 1934, as amended, as follows: 

“(d) It shall be unlawful for a member of a national securities exchange, 
[who is hoth a dealer and a broker, or for any person who both as a broker 
and a dealer transacts a business in securities through the medium of a mem- 
ber or otherwise,] or any broker or dealer who transacts a business in securi- 
ties through the medium of a@ member, or any broker or dealer registered pur- 
suant to section 15 of this title, to effect [through the use of any facility of a 
national securities exchange or of the mails or of any means or instrumen- 
tality of interstate commerce, or otherwise in the case of a member,] (1) any 
transaction in connection with which, directly or indirectly, he extends or 
maintains or arranges for the extension or maintenance of credit to or for 
a customer on any security (other than an exempted security) which was a 
part of a new issue in the distribution of which he participated as a member 
of a selling syndicate or group within thirty days prior to such transaction: 
Provided, That credit shall not be deemed extended by reason of a bona fide 
delayed delivery of any such security against full payment of the entire pur- 
chase price thereof upon such delivery within thirty-five days after such pur- 
chase, or (2) any transaction with respect to any security (other than an 
exempted security) unless, if the transaction is with a customer, he discloses to 
such customer in writing at or before the completion of the transaction whether 
he is acting as a dealer for his own account, as a broker for such customer, or 
as a broker for some other person.” 

Section 12 would amend subsection (b) of section 14 of the Securities Ex- 
change Act of 1934, as amended, as follows: 

“(b) It shall be unlawful for any member of a national securities exchange, 
or any broker or dealer who transacts a business in securities through the 
medium of any such member, or any broker or dealer registered pursuant to 
section 15 of this title, to give a proxy, consent, or authorization in respect of 
any security registered on a national securities exchange and carried for the 
account of a customer in contravention of such rules and regulations as the 
Commission may prescribe as necessary or appropriate in the public interest 
or for the protection of investors.” 
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Section 13 would amend the fourth paragraph of section 15(b) of the Securities 
Exchange Act of 1934, as amended, as follows: 

“The Commission shall, after appropriate notice and opportunity for hearing 
by order deny registration to, [or revoke the registration of any broker or 
dealer if it finds that such denial or revocation by order deny registration to,J 
or suspend for a period not exceeding twelve months or revoke the registration 
of, any broker or dealer if it finds that such denial, suspension or revocation ig 
in the public interest and that (1) such broker or dealer whether prior or sub- 
sequent to becoming such, or (2) any partner, officer, director, or branch manager 
of such broker or dealer (or any person occupying a similar status or perform. 
ing similar functions), or any person directly or indirectly controlling or con. 
trolled by such broker or dealer, whether prior or subsequent to becoming such, 
(A) has willfully made or caused to be made in any application for registration 
pursuant to this subsection or in any document supplemental thereto or in any 
proceeding before the Commission with respect to registration pursuant to this 
subsection any statement which was at the time and in the light of the circum. 
stances under which it was made false or misleading with respect to any mate. 
rial fact; or (B) has been convicted within ten years preceding the filing of any 
such application or at any time thereafter of any felony or misdemeanor [involv. 
ing the purchase or sale of any security or arising out of the conduct of the 
business of a broker or dealer;] which the Commission finds (i) involves the 
purchase or sale of any security, or (ii) arises out of the conduct of the business 
of a broker or dealer or investment adviser, or (iii) involves embezzlement, 
fraudulent conversion, or misappropriation of funds, securities or other property, 
or (iw) involves a violation of sections 1341, 13842 or 1343 of title 18, United 
States Code, as heretofore or hereafter amended; or (C) is permanently or 
temporarily enjoined by order, judgment, or decree of any court of competent 
jurisdiction from engaging in or continuing any conduct or practice in connec. 
tion with the purchase or sale of any security or arising out of the conduct of 
the business of a broker or dealer or investment adviser; or (D) has willfully 
violated any provision of the Securities Act of 1933 [, as amended] or the In- 
vestment Advisers Act of 1940, or of this title, as any of such statutes heretofore 
have been or hereafter may be amended, or of any rule or regulation thereunder, 
Pending final determination whether any such registration shall be denied, the 
Commission may by order postpone the effective date of such registration for a 
period not to exceed [fifteen] ninety days, but if, after appropriate notice and 
opportunity for hearing, it shall appear to the Commission to be necessary or 
appropriate in the public interest or for the protection of investors to postpone 
the effective date of such registration until final determination, the Commission 
shall so order. Pending final determination whether any such registration shall 
be revoked, the Commission shall by order suspend such registration if, after 
appropriate notice and opportunity for hearing, such suspension shall appear 
to the Commission to be necessary or appropriate in the public interest or for 
the protection of investors. Any registered broker or dealer may, upon such 
te ms ud .onditions as the Commission may deem necessary in the public 
interest or for the protection of investors, withdraw from registration by filing 
a written notice of withdrawal with the Commission. An application for regis- 
t von be withdrawn only with the consent of the Commission if the request 
to withdraw such application is received by the Commission after it has com- 
menced a proceeding to deny registration. If the Commission finds that any 
registered broker or dealer, or any broker or dealer for whom an application for 
registration is pending, is no longer in existence or has ceased to do business as 
a broker or dealer, the Commission shall by order cancel the registration or 
application of such broker or dealer.” 

Section 14 would amend paragraph (3) of section 15(c) of the Securities Ex- 
change Act of 1934, as amended, as follows: 

“(3) No broker or dealer shall make use of the mails or of any means or instru- 
mentality of interstate commerce to effect any transaction in, or to induce or 
attempt to induce the purchase or sale of, any security (other than an exempted 
security or commercial paper, bankers’ acceptances, or commercial bills) on a 
‘when issued’ or ‘when distributed’ basis, otherwise than on a national securi- 
ties exchange, in contravention of such rules and regulations with respect to 
‘when issued’ or ‘when distributed’ trading as the Commission may prescribe 
as necessary or appropriate in the public interest or for the protection of 
investors. [No broker or dealer shall make use of the mails or of any means or 
instrumentality of interstate commerce to effect any transaction in, or to induce 
or attempt to induce the purchase or sale of, any security (other than an ex- 
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empted security or commercial paper, bankers’ acceptances, or commercial bills) 
otherwise than on a national securities exchange, in contravention of such rules 
and regulations as the Commission may prescribe as necessary or appropriate in 
the public interest or for the protection of investors to provide safeguards with 
respect to the financial responsibility of brokers and dealers.]” es 

Section 15 would amend subsection (c) of section 15 of the Securities Ex- 
change Act of 1934, as amended, by adding a new paragraph (4) as follows: 

“(4) If in its opinion the public interest and the protection of investors 80 
requires, the Commission is authorized summarily to suspend trading, otherwise 
than on a national securities exchange, in any security (other than an exempted 
security) for one or more periods no one of which shall exceed ten days. No 
broker or dealer shall make use of the mails or of any means or instrumentality 
of interstate commerce to effect any transaction in, or to induce the purchase or 
gale of, any security in which trading is so suspended, otherwise than on a 
national securities exchange.” 

Section 16 would amend subsection (b) (4) of section 15A of the Securities 
Exchange Act of 1934, as amended, as follows by adding after the semicolon 
at the end thereof: 

“(4) the rules of the association provide that, except with the approval or 
at the direction of the Commission in cases in which the Commission finds it 
appropriate in the public interest so to approve or direct, no broker or dealer 
shall be admitted to or continued in membership in such association, if (1) such 
proker or dealer, whether prior or subsequent to becoming such, or (2) any part- 
ner, officer, director, or branch manager of such broker or dealer (or any person 
occupying a similar status or performing similar functions), or any person di- 
rectly or indirectly controlling or controlled by such broker or dealer, whether 
prior or subsequent to becoming such, (A) has been and is suspended or expelled 
from a registered securities association (whether national or affiliated) or from a 
national securities exchange, for violation of any rule of such association or ex- 
change which prohibits any act or transaction constituting conduct inconsistent 
with just and equitable principles of trade, or requires any act the omission of 
which constitutes conduct inconsistent with just and equitable principles of trade, 
or (B) is subject to an order of the Commission denying or revoking his regis- 
tration pursuant to section 15 of this title, or expelling or suspending him from 
membership in a registered securities association or a national securities ex- 
change, or (C) by his conduct while employed by, acting for, or directly or indi- 
rectly controlling or controlled by, a broker or dealer, was a cause of any 
suspension, expulsion, or order of the character described in clause (A) or (B) 
which is in effect with respect to such broker or dealer; in entering any such 
order, the Commission, association or exchange shall have jurisdiction to deter- 
mine who was a cause thereof, after appropriate notice and opportunity for 
hearing ;” 

Section 17 would amend section 15A of the Securities Exchange Act of 1934, 
as amended, by adding a new subsection to be designated as subsection (0), as 
follows: 

“(o) If any registered securities association (whether national or afiliated) 
shall, pursuant to rules adopted under this section, take any action against any 
person associated with a member thereof or prohibit any person from becom- 
ing associated with a member thereof, such action shall be subject to review by 
the Commission in the same manner and to the same extent as action against 
a member pursuant to subsection (g) and (h) of this section.” 

Section 18 would amend paragraph (1) of section 19(a) of the Securities 
Exchange Act of 1934, as amended, as follows: 

“(a) The Commission is authorized, if in its opinion such action is necessary 
or appropriate for the protection of investors— 

“(1) After appropriate notice and opportunity for hearing, by order to 
suspend for a period not exceeding twelve months or to withdraw the regis- 
tration of a national securities exchange if the Commission finds (A) 
that such exchange is not so organized as to be able to comply with the 
provisions of this title and the rules and regulations thereunder, or (B) 
that the rules of such exchange are not just and adequate to insure fair 
dealing and to protect investors, or (C) that such exchange has violated any 
provision of this title or of the rules and regulations thereunder or has 
failed to enforce, so far as is within its power, compliance therewith by 
& member or by an issuer of a security registered thereon.” 
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Section 19 would amend subsection (a)(2) of section 19 of the Securities 
Exchange Act of 1934, as amended to read as follows: 

“(2) After appropriate notice and opportunity for hearing, by order to deny, 
to suspend the effective date, [of] to suspend for a period not exceeding twelve 
months, or to withdraw, the registration of a security [if the Commission finds 
that the issuer of such security has failed to comply with any provision of this 
title or the rules and regulations thereunder] registered pursuant to any pro- 
vision of this title if the Commission finds that the issuer of such security hag 
failed to comply with any provision of this title or of any rule or regulation 
thereunder. If the public interest and the protection of investors 80 requires, 
the Commission may by order temporarily suspend trading in any such security 
on any national securities exchange pending final determination of any proceed- 
ing under this subsection; upon request of the issuer the Commission shall 
promptly hear and determine whether the public interest and the protection of 
investors require the continuation of such temporary suspension.—No broker 
or dealer shall make use of the mails or any means or instrumentality of inter. 
state commerce to effect any transaction in, or to induce the purchase or gale 
of, any security in which trading is temporarily so suspended, on a national 
securities exchange or otherwise.” 

Section 20 would amend paragraph (4) of section 19(a) of the Securities 
Exchange Act of 1934, as amended, to read as follows: 

“(4) And if in its opinion the public interest so requires, summarily to sus- 
pend trading [in any registered security] on any national securities exchange 
[for a period not exceeding ten days] in any registered security pursuant to 
any provision of this title for one or more periods no one of which shall exceed 
ten days, or with the approval of the President, summarily to suspend all trad- 
ing on any national securities exchange [for a period not exceeding ninety 
days.] for one or more periods no one of which shall exceed ninety days. No 
broker or dealer shall make use of the mails or of any means or instrumentality 
of interstate commerce to effect any transaction in, or to induce the purchase 
or sale of, any security, in which trading is 80 suspended pursuant to any pro- 
vision of this clause (4), on a national securities exchange or otherwise.” 

Section 21 would amend the caption of section 20 of the Securities Exchange 
Act of 1934, as amended, to read as follows: 


“LIABILITIES OF CONTROLLING AND ASSOCIATED PERSONS” 


Section 22 would amend subsection (b) of section 20 of the Securities Ex- 
change Act of 1934, as amended, as follows: 

“(b) It shall be unlawful for any person indirectly, or through or by means 
of any other person, to do any act or thing which it would be unlawful for such 
person to do directly under the provisions of this title or any rule or regula- 
tion thereunder. It shall be unlawful for any person to aid, abet, counsel, com- 
mand, induce or procure the violation of any provision of this title or any rule 
or regulation thereunder by any other person. These provisions shall not con- 
otttute a limitation with respect to the applicability to this title of section 2 
of title 18, United States Code. 

“fIt shall be unlawful for any person, directly or indirectly, to do any act 
or thing which it would be unlawful for such person to do under the provisions 
of this title or any rule or regulation thereunder through or by means of any 
other person.]” 

Section 23 would amend subsection (a) of section 21 of the Securities Exchange 
Act of 1934, as amended, as follows: 

“(a) The Commission may, in its discretion, make such investigations as it 
deems necessary to determine whether any person [has violated or is about 
to violate] has violated, is violating or is about to violate any provision of this 
title or any rule or regulation thereunder, and may require or permit any person 
to file with it a statement in writing, under oath or otherwise as the Commis- 
sion shall determine, as to all the facts and circumstances concerning the matter 
to be investigated. The Commission is authorized, in its discretion, to publish 
information concerning any such violations, and to investigate any facts, condi- 
tions, practices, or matters which it may deem necessary or proper to aid in 
the enforcement of the provisions of this title, in the prescribing of rules and 
reculations thereunder, or in securing information to serve as a basis for recom- 
mending further legislation concerning the matters to which this title relates.” 

Section 24 would amend subsection (e) of section 21 of the Securities Ex- 
change Act of 1934, as amended, as follows: 
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‘‘(e) Whenever it shall appear to the Commission that any person has engaged, 
is engaged or is about to engage in any acts or practices which constitute or will 
constitute a violation of the provisions of this title, or of any rule or regulation 
thereunder, or that any person has failed to comply with the provisions of this 
title, any rule or regulation thereunder or any order of the Commission made in 
pursuance thereof or with any undertaking contained in a registration statement 
as provided in subsection (d) of section 15 of this title, it may in its discretion 
pring an action in the proper district court of the United States, [the Supreme 
Court of the District of Columbia,] or the proper United States court[s] of any 
Territory or other place subject to the jurisdiction of the United States, to en- 
join such acts or practices and to enforce compliance with this title or any rule, 
regulation or order thereunder. [, and] Upon a proper showing that such per- 
son has engaged, is engaged, or is about to engage in any such act or practice, 
or that he has failed to comply with this title or any such rule, regulation or 
order, a permanent or temporary injunction, [or] restraining order, or other 
order, shall be granted without bond. The Commission may transmit such 
evidence as may be available concerning such acts or practices to the Attorney 
General, who may, in his discretion, institute the necessary criminal proceedings 
under this title.” 

Section 25 would amend subsection (f) of section 21 of the Securities Exchange 
Act of 1934, as amended, as follows: 

“(f) In any proceeding under subsection (e), the court, upon application 
of the Commission, may adjudge a broker or dealer a bankrupt if the court 
finds that the broker or dealer is unable to mcet his debts as they mature. 
The court shall thereupon appoint a qualified trustee in bankruptcy, whom may 
be a receiver theretofore appointed by the court in the proceedings under sub- 
section (e). Thereafter the estate of such broker or dealer shall be adminis- 
tered as provided in the Bankruptcy Act, as now in effect or as it may hereafter 
be amended. For purposes of adjudging a broker or dealer a bankrupt under 
this subsection, the provisions of section 3 of the Bankruptcy Act shall not apply. 

“[Upon application of the Commission the district courts of the United States, 
the Supreme Court of the District of Columbia, and the United States courts 
of any Territory or other place subject to the jurisdiction of the United States, 
shall also have jurisdiction to issue writs of mandamus commanding any per- 
son to comply with the provisions of this title or any order of the Commission 
made in pursuance thereof or with any undertaking contained in a registration 
statement as provided in subsection (d) of section 15 of this title.]”’ 

Section 26 would amend the last sentence of subsection (a) of section 25 of 
the Securities Exchange Act of 1934, as amended, as follows: 

“The judgment and decree of the court, affirming, modifying, and enforcing 
or setting aside, in whole or in part, any such order of the Commission, shall be 
final, subject to review by the Supreme Court of the United States upon certiorari 
or certification as provided in [sections 239 and 240 of the Judicial Code, as 
amended (U.S.C., title 28, secs. 346 and 347)] section 1254 of title 28, United 
States Code.” 

Section 27 would amend the fourth sentence of section 27 of the Securities 
Exchange Act of 1934, as amended, as follows: 

“Judgments and decrees so rendered shall be subject to review as provided 
in [sections 128 and 240 of the Judicial Code, as amended (U.S.C., Title 28, 
secs, 225 and 347) ] sections 1254, 1291, 1292, and 1298, of title 28, United States 
Code.” 

Section 28 would amend clause (A) of section 29(b) of the Securities Ex- 
change Act of 1934, as amended, as follows: 

“(A) That no contract shall be void by reason of this subsection because 
of any violation of any rule or regulation prescribed pursuant to subsection (b) 
of section 8 or paragraph (2) [or (3)] of subsection (c) of section 15 of this 
title, and” 

Section 29—Subsection (c) of section 32 of the Securities Exchange Act of 
1934, as amended, is amended by redesignating that subsection as subsection 
(d) and making it read as follows: 

“(d@) The provisions of this section shall not apply in the case of any violation 
of any rule or regulation prescribed pursuant [to paragraph (3) of subsection 
(c) of section 15] to subsection (b) of section 8 of this title, except a violation 
which consists of making, or causing to be made, any statement in any report 
or document required to be filed under any such rule or regulation, which state- 
ment was at the time and in the light of the circumstances under which it was 
made false or misleading with respect to any material fact.” 
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Section 30 amends the Securities Exchange Act of 1934, as amended, by add- 
ing the following new subsection (c) to section 32 to read as follows: 

“(c) Any person who fails to file information, documents, or reports pursuant 
to any provision of this title or any rule or regulation adopted by the Commission 
thereunder shall forfeit to the United States the sum of $100 for each and every 
day such failure to file shall continue beyond the time established therefor by 
this title or any rule or regulation adopted by the Commission thereunder, or 
beyond such extension of time as may be granted by the Commission. Such 
forfeiture, which shali not be in lieu of any criminal penalty for such failure to 
file which might be deemed to arise under subsection (a) of this section, shall 
be recoverable in a civil suit brought by the Commission in its discretion on 
behalf of the United States.” 

Section 31 would amend the Securities Exchange Act of 1934, as amended, by 
adding a new section to be designated as section 35, as follows: 


“Larceny and embezzlement 


“Section 35. Whoever steals, unlawfully and willfully converts to his own use 
or to the use of another, or embezzles any of the moneys, funds or securities of, 
or entrusted to the custody or care of, any member of a national securities 
exchange, any broker or dealer who transacts a business in securities through 
the medium of any such member, or any broker or dealer registered pursuant 
to section 15 of this title, shall be deemed guilty of a crime, and upon conviction 
thereof shall be subject to the penalties provided in section 82 of this title.” 

Mr. Gapspy. The general objective of the Securities Exchange Act 
of 1934 is to protect the public and investors against malpractices in 
the securities and financial markets. 

The statute provides for disclosure of information concerning secu- 
rities listed on exchanges, for the regulation of trading in securities 
on exchanges and in over-the-counter markets and for the supervision 
of brokers and dealers. 

It also contains provisions for enforcement by our Commission 
through administrative and injunctive actions and for the referral 
of information concerning violations to the Department of Justice 
for criminal prosecution. 

The bill would tighten the antifraud provisions of the statute in 
several respects. 

Section 31 of the bill would add a specific larceny and embezzlement 
provision to the act. 

While the statute now contains prohibitions against fraudulently 
obtaining customers’ funds or securities in connection with securities 
transactions, it does not contain any express prohibition against em- 
bezzling or converting them. 

The new section would cover the latter type of misconduct, 

The distinction between the two concepts involved, the fraudulent 
obtaining of funds or securities on the one hand, and embezzlements 
or conversion of such assets on the other, is a thin one centering around 
the technical question of the intent of the wrongdoer at the time the 
securities or funds came into his hands. 

It would seem fundamental that it ought not to be possible to evade 
the statute by any such technicality, and our proposal is designed to 
remove any possible uncertainty in this regard. 

Section 10 of the bill would clarify the general antifraud provisions 
contained in the numerical counterpart in the existing statute. 

The amendment would specifically forbid the use of fraudulent and 
manipulative conduct in attempts to purchase or sell a security, as 
well as in connection with consummated purchases or sales. 
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Among other things, this proposal is aimed at the so-called front 
money racket, where money is obtained from an issuer on the repre- 
sentation that an underwriting or financing will be arranged for the 
issuer, although there is no intention or ability to perform such 
services. 

In one case involving this practice, representatives of a purported 
underwriter made misrepresentations to an issuer concerning the 
number of salesmen it had, its success in certain other underwritings 
and the amount of money the issuer could expect to receive from the 
sale of its stock. 

The agents obtained an advance of $7,000 and apparently merely 
divided the money among themselves without performing any serv- 
ices. 
It should be made perfectly clear on the face of the statute that, 
although no securities are, as in this case, actually purchased or sold, 
activities of this nature can be prosecuted under section 10(b) of the 
act. 

Sections 8 and 9 of the bill would tighten the antimanipulation 

rovisions set forth in section 9 of the act. 

Section 9(a) (1) of the act now prohibits, among other things, the 
use of so-called matched orders, that is, the entry of an order for 
the purchase or sale of a listed security with knowledge that an order 
“of substantially the same size” for the sale or purchase of the same 
security “at substantially the same price” has or will be entered “at 
substantially the same time.” 

The one circuit court of appeals which has considered these pro- 
visions has given so restrictive an interpretation to the phrase “of 
substantially the same size,” as to preclude subsequent reliance on this 
statutory provision. 

In actual practice, orders are generally executed in 100-share lots 
so that the overall size of the buy-and-sell order placed by the manip- 
ulator at a given time is not the determining factor as to the effective- 
ness or misleading character of the manipulation by “matched 
orders.” 

For this reason, we propose in section 8 of the bill to delete the 
words, “of substantially the same size.” Nothing else in this section 
will be changed, and to constitute a violation, the activity must still 
be for the purpose of creating a false or misleading appearance of 
active trading in the security or a false or misleading appearance 
with respect to the market. 

Our next proposal in this area relates to sections 9(a)(2) and 
9(a)(6) of the act which deal with manipulation and stabilization 
of securities registered on an exchange. Each of these sections now 
requires proof of a “series of transactions” to establish a violation. 

One manipulative transaction, however, can affect the overall price 
as effectively as a series, where the price at which a large distribution 
is going to be made is keyed to the market price existing at the com- 
mencement of such distribution. 

Consequently, we recommend that sections 9(a) (2) and 9(a) (6) 
should be made applicable even where there is only a single manipula- 
tive transaction involved. 

I might note that this would be a codification of the principle em- 
bodied in the detailed rules with regard to manipulation and stabili 
zation which we have adopted pursuant to section 10(b) of the act. 
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One of the important purposes of the statute is to compel public 
disclosure of financial and other corporate information. To achieve 
this purpose, the statute and our implementing rules require the filing 
of certain reports. Reports designed to facilitate our enforcement 
activities are also required. 

I am certain that I do not need to waste the time of this committee 
with stressing the necessity that such filings be made when due. 

Section 30 of the bill would provide a much-needed enforcement 
measure against deliberately delinquent filings. 

Section 32(b) of the act now provides for a forfeiture of $100 a 
day—in lieu of any criminal penalty—for delinquency in filing certain 
reports. 

This provision applies only to a very limited number of filings. We 
recommend that the $100 a day forfeiture be extended to cover all] 
other filings under the act. These moneys would be recoverable in a 
civil action to be brought at the Commission’s discretion, and any 
such recovery would not foreclose criminal action, if appropriate. 

To make it clear that this new provision is not applicable to those 
filings which are already subject to $100 a day sanction, and as to 
which no modification is suggested, we suggest that the following 
be added to the new provision, and I quote: 

This subsection shall not be applicable to reports subject to subsection (b) 
of this section. 

Turning next to the recommendations contained in section 13 of 
the bill, experience has shown the need for tightening the provisions 
of the statute relating to denial, revocation and withdrawal of broker- 
dealer registration. 

Section 15(b) of the statute now provides that the Commission 
shall, after appropriate notice and opportunity for hearing, deny, 
or revoke the registration of any broker or dealer if it finds that such 
denial or revocation is in the public interest and that such broker or 
dealer, or any person directly or indirectly controlling or controlled 
by such broker or dealer, is subject to certain specified disqualifica- 
tions. 

Procedurally, it also provides, among other things, that pending 
final determination whether registration shall be denied, the Com- 
mission may by order postpone the effective date of registration for 
a period not to exceed 15 days, but if, after appropriate notice and 
opportunity for hearing, it appears to the Commission to be necessary 
or appropriate in the public interest or for the protection of investors 
to postpone the effective date of registration until final determination, 
the Commission shall so order. 

Our proposals in this area would affect the basis on which registra- 
tion may be denied or revoked, the sanctions which we may impose, 
the postponement of the effectiveness of a registration where it ap- 
pears to be necessary to institute proceedings to deny registration 
and the conditions under which an application for registration may 
be withdrawn. 

The existing disqualification for past criminal misconduct is limited 
to a conviction within 10 years of a crime “involving the purchase 
or sale of any security or arising out of the conduct of the business 
of a broker or dealer.” We recommend, as we do in the case of the 
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Investment Advisers Act, that this disqualification be extended to 
include also a conviction arising out of conduct as an investment 
adviser or involving embezzlement, fraudulent conversion or mis- 
appropriation of funds, securities or other property, or a violation of 
the mail fraud statute. We consider that persons who have been 
convicted of crimes of this nature should be excluded from registra- 
tion when we find that this is necessary in the public interest. 

We also recommend that misconduct as an investment adviser should 
constitute a disqualification. To that end, we propose (1) that the 
criminal bar just referred to should also include a conviction arising 
out of an investment advisory business; (2) that the existing dis- 
qualification stemming from a finding by the Commission that there 
has been a willful violation of the Securities Act or the Securities 
Exchange Act should be extended to include a violation of the In- 
vestment Advisers Act, and, (3) that the existing disqualification re- 
sulting from an injunction, which is now limited to judicial restraint 
in connection with the purchase or sale of a security, should be ex- 
panded to cover the investment advisory business. In this connection, 
the bill would also add as a disqualification an injunction arising out 
of the broker-dealer business. 

In section 13 of the bill we also seek (1) greater flexibility in the 
imposition of sanctions by authorizing the suspension of the registra- 
tion of a broker or dealer in circumstances where there is no need for 
the drastic sanction of revocation, the only remedy now provided 
under section 15(b); (2) a more workable procedure in denial pro- 
ceedings by authorizing us, pending final determination, to postpone 
the effective date of registration for a period not to exceed 90 days 
instead of the present 15 days; and (3) codification of our existing 
procedure which permits an application for registration to be with- 
drawn only with our consent if such application is received after a 
proceeding has been commenced. These last two are similar to pro- 
posals made under the Investment Advisers Act. 

In the area of broker-dealer regulation, we also propose certain 
changes with respect to financial responsibility and the use of custo- 
mers’ securities. As the act is presently constituted section 8(b) and 
15(c)(3) deal with financial responsibility of brokers and dealers. 
Section 8(b) makes it unlawful for a member of a national securities 
exchange, or any broker or dealer who transacts a business in securities 
through the medium of any such member, to permit, in the ordinary 
course of business as a broker, his “aggregate indebtedness” to exceed 
2,000 percent of his “net capital,” or such lesser percentage as we may 
prescribe by rule. This provision is ambiguous and ineffective. It 
takes into account aggregate indebtedness arising only in the ordinary 
course of business as a broker, but not as a dealer, and the scope of 
our rulemaking power is not clear. 

Under section 15(c) (3) of the statute we have general rulemaking 
a to provide safeguards with respect to the financial responsi- 

ility of brokers and dealers effecting transactions in the over-the- 
counter market. Pursuant to this section, we have adopted rule 153-1 
which is contained in (17 CFR 240, 15c3-1), which has the same pur- 
pose as section 8(b), but which specifies in detail what is to be included 
im the concepts of “aggregate indebtedness” and “net capital.” A 
memorandum explaining the operation of this rule was submitted by 
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us to this committee on April 21, 1959. I think it would be of help to 
the committee to have a copy of this information made a part of this 
record. 

Mr. Dotirncer. It is so ordered. 

(The document referred to was previously inserted in this record 
and appears on p- 59.) 

Section 6 of the bill would transfer to section 8(b) of the statute the 
provisions relating to financial responsibility of broker-dealers which 
now appears in section 15(c) (3) of the act, so that regulation under 
the new section 8(b) could be applicable no matter where the trans- 
action is effected. Our rule 15c3-1 now exempts the members of ex- 
changes whose rules have been found by the Commission to impose 
requirements more comprehensive than those in our rule, fe no 
change in this regard is contemplated. 

On reconsideration, we suggest adding to the amendment a pro- 
debtedness to net capital more restrictive than 20 to 1—the ratio now 
embodied in our rules. Under this modification the following language 
would be added at the end of section 6 of this bill: 
vision that our rules would not provide for a ratio of aggregate in- 
Provided, however, That such rules and regulations shall not provide a ratio of 
aggregate indebtedness to net capital more restrictive than twenty to one. 

This provision would not in any manner limit our existing authority 
to define the terms “aggregate indebtedness,” or “net capital” or any 
other relevant terms, or to modify such definitions when necessary, 

In terms of producing uniformity of application and simplifying 
enforcement, I should also point out that we recommend in sections 
4, 5, 11, and 12 of the bill that certain provisions which now apply 
only to exchange members and to broker-dealers who transact business 
through the medium of such a member, be made applicable to any 
registered broker-dealer. 

With respect to the handling of customers’ securities, section 8(d) 
of the statute prohibits the lending of such securities without the 
customer’s written consent. The statute nowhere requires the segre- 
gation of customers’ fully paid securities or excess collateral. Under 
section 7 of the bill, brokers and dealers could not borrow, lend or 
hold customers’ securities in contravention of such rules as we might 
adopt to provide safeguards in this area. 

The callous disregard with which some broker-dealers handle cus- 
tomers’ securities is illustrated by a recent case. Upon investigation 
of complaints from customers of a broker-dealer that they had failed 
to receive securities they had purchased, we discovered violations of 
several provisions of the securities laws. We applied for and secured 
an injunction and the appointment of a receiver. During the course 
of our investigation, we found that the firm did not segregate cus- 
tomers’ fully paid securities, As an example, the firm received from 
a customer 3,000 shares of a certain stock with instructions to apply 
1,000 shares against a purchase of other securities, and to return 2,000 
shares registered in the customer’s name. Instead of this, the firm 
delivered the 3,000 shares in question to another broker-dealer to 
cover a short sale that it had made. The firm followed the same prac- 
tice in connection with other customers. 

We are also proposing, in sections 15, 19, and 20 of the bill, certain 
amendments in connection with our authority to suspend trading in 
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a security. Under section 19(a)(2) of the act we are empowered, 
after opportunity for hearing, to deny, suspend or withdraw the reg- 
istration of a security on a national exchange, but this section does 
not authorize us to suspend exchange trading in the particular se- 
curity during the pendency of the proceeding where necessary. To 
accomplish this we have had to exercise our summary power under 
section 19(a) (4). That section authorizes us, in stated circumstances, 
summarily to suspend trading on a national exchange in any regis- 
tered security for a period not exceeding 10 days. Few of these pro- 
ceedings, however, can be completed within 10 days, and we have 
been forced to issue numerous orders extending the suspension for 
successive 10-day periods, although section 19(a) (4) does not ex- 
pressly provide such authority. Under the bill, where we have in- 
stituted a proceeding under section 19(a)(2), we would be spe- 
cifically authorized, where necessary, to suspend trading in the se- 
curity involved pending final adjudication. In addition, the bill 
would make it clear that the Commission may summarily suspend 
trading under section 19(a) (4) for successive 10-day periods where 
necessary in the public interest and for the protection of investors. 

We also suggest two amendments to provide coextensive regulatory 
authority with respect to trading in the over-the-counter markets and 
on the exchanges. The first, embodied in section 15 of the bill, would 
follow the pattern of section 19(a) (4) of the act, and provide for sum- 
mary suspension of trading in any security in the over-the-counter 
markets. The statute now contains no express provision in this regard. 
I should like to point out that on reexamination we have concluded 
that with the grant of this summary authority to suspend trading 
over-the-counter, there is no need for our proposals in the last sentence 
of both sections 19 and 20 of the bill that suspension of exchange trad- 
ing in a security should automatically ban over-the-counter trading. 
We will be able to treat with the necessity for the latter ban independ- 
ently under the new provision relating to over-the-counter suspension. 

Section 12(d) of the act specifically confers upon the Commission 
rulemaking authority with respect to “when issued” trading on a 
national securities exchange. This provision does not apply to trading 
over-the-counter. We are of the view, which is reflected in the amend- 
ment proposed in section 14 of the bill, that the Commission should 
be given rulemaking authority in the over-the-counter markets with 
respect to “when issued” and “when distributed trading.” The amend- 
ment is not designed to prohibit such trading over-the-counter, but 
is intended to provide the Commission with specific rulemaking au- 
thority comparable to that now provided for the regulation of “when 
issued” and “when distributed” trading on national securities 
exchanges. 

Finally, the bill also contains a number of proposals dealing with the 
regulation of securities exchanges and associations. Section 1 of the 
bill would modify the definition of the term “member”; section 3 would 
extend the time in which we may grant or deny the application for 
registration of an exchange, thereby providing a more workable ad- 
ministrative procedure; section 17 would provide for our review of 
action by a registered securities association against a registered repre- 
sentative, whether or not his employer member has been joined as a 
respondent in such action; and section 18 would authorize the Com- 
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mission, after appropriate notice and opportunity for hearing, to 
suspend or withdraw the registration of an exchange when the 
exchange has ceased to meet the requirements for original registration. 

Mr. Chairman, and members of the committee, I appreciate your 
bearing with me in this rather lengthy and technical description of 
what we consider to be an important proposal on the part of the 
Commission. 

My fellow Commissioners and members of my staff who are here 
will be very pleased to answer any questions which you, Mr. Chairman, 
or any member of the committee may have to ask us. 

Mr. Douiincer. Mr. Gadsby, when you were before the subcommit- 
tee last April Mr. Hemphill asked you whether your Commission had 
recommended any legislation that would protect the public against a 
big break in the stock market. Hesaid, and I quote: 

“My question is motivated by the fact that I feel we have the legislative re. 
sponsibility; you people who are supposed to be the monitors of the market, 
I feel, have the expert knowledge and can give the necessary expect advice 
to this Congress. So fas as my responsibility is concerned, I am ready to dis- 
charge that responsibility, but I am dependent upon you who are the experts 
to make the recommendations. 

You replied at the time you did not wish to make any curbstone 
recommendations and preferred to submit your comments at a later 
date. Later on Mr. Mack asked you whether you needed any ad- 
ditional legislation to assist in your work in the stock market field, 
and you replied that you knew of none “which is contained in the 
legislative program which is before the Congress.” 

Mr. Gapspy. Which is not contained. 

Mr. Dotiincer. I beg your pardon. 

Mr. Gapssy. Which is not contained. I think you have misquoted 
it: “I known of nothing which is not contained in our legislative 
program.” 

Mr. Dotirncer. I see. Well, let me put this question. My ques- 
tion of you now, Mr. Gadsby, is whether you have any recommenda- 
tions at all now to make concerning additional legislation necessary 
for the protection of investors in connection with any big break in the 
market, or whether you stand on the proposition that all of your 
recommendations are contained in these bills before us? 

Mr. Gapspy. At the present time, Mr. Chairman, we feel that the 
entire fabric of the securities acts is designed to protect the public 
in its dealings in the market, and if carefully drawn, and at least in 
the past meticulously administered, legislation such as this cannot 
protect the public against a break in the market, then I for one do 
not know of any legislation that could. 

Security prices are determined principally on the basis of economic 
factors over which our agency has no control. Our function in this 
area is limited essentially to assuring the honesty and integrity of 
the securities markets so that market prices reflect the free interplay 
of economic forces and are not the product, for example, of fraud and 
manipulation. Our recommendations are not intended to control 
security prices but only to help prevent abuses in the markets. 

I think every step that could be taken in human ingenuity has been 
taken within the framework of the securities acts. I know of noth- 
ing else and neither does the Commission, at the present time, that 
we could suggest. 
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Mr. Dotutncer. In your opinion, you are satisfied that what is be- 
fore us now is fully sufficient to protect? 

Mr. Gapspsy. It is all that our ingenuity can conjure up. 

Mr. Do.irncer. Mr. Collier, any questions? 

Mr. Cottier. One question, Mr. Gadsby. 

In your statement, in connection with H.R. 5001, and that refers 
specifically to page 33 of the statement and, more specifically, to sec- 
tion 24 of the present act, is it not true that at the present time under 
the Federal statute that anyone making a fraudulent statement to any 
agency of Government—and I can only presume that this would apply 
to the SEC as well—that he is subject to a possible sentence of 5 years 
or a $10,000 fine or both ? 

Mr. Gapspy. That is true, Mr. Collier. Section 1001 of title 18 of 
the United States Code makes it a criminal offense for anyone to make 
a false statement to a Federal agency. 

Mr. Couirer. Why then would this be necessary in this legislation 
if it is already covered by Federal statute ? 

Mr. Gapssy. Because, Mr. Collier, the people who deal with the 
statute read only the statute, particularly the laymen who are dealing 
with it. Consequently, Congress felt it advisable to state specifically 
in section 24 of the act that a false statement in a registration state- 
ment would be a criminal offense, and we feel that the same observa- 
tion, the same necessity, or the same desirability exists in connection 
with any other papers which are filed with the Commission, that it be 
made a specific criminal offense under this specific statute. 

Mr. Couturier. And the penalty would, in that instance, be the same 
as the penalty provided in the 

Mr. Gapspy. It is the same as the other criminal provisions of this 
statute, yes. 

Mr. Couuier. I have no further questions. 

Mr. Kircore. I have no questions. 

Mr. Dotiincer. Mr. Glenn ? 

Mr. Guenn. Mr. Gadsby, I take it that these numerous amendments 
which you have proposed be enacted are of the five acts which encom- 
pass the entire jurisdiction of your Commission ? 

Mr. Gapssy. No. We have not proposed any amendments to the 
Public Utility Holding Company Act of 1935, and insofar as it could 
be considered a matter within our jurisdiction, we have proposed no 
amendments to chapter 10 of the Bankruptcy Act under which we also 
have certain functions. 

Mr. GLENN. Well, regardless of the amendments which you have 
recommended, and I presume in doing that you are trying to bring 
these acts up to date, so far as possible, in meeting the shortcomings of 
the past acts which you have become acquainted with in the past? 

Mr. Gapssy. That is correct. It is essentially an attempt to plug 
up certain loopholes and strengthen certain provisions that we have 
found advisable over the course of 25 years experience with the acts. 

Mr. Gtenn. That is all, Mr. Chairman. 

Mr. Gapssy. I do not mean to say that these are the only amend- 
ments that we would like to see in the act. There are other amend- 
ments which may be considerably more, shall I say controversial, 
which we would submit separately from this particular program. 

Mr. Guenn. Thank you. 











180 SECURITIES ACTS AMENDMENTS, 1959 


Mr. Doturncer. Mr. Hemphill. 

Mr. Hempuiiy. I would like to refer to page 9 of your statement, 
Mr. Gadsby, about the last half of line 6 which reads: 

Consequently, it is recommended that the antifraud prohibitions of the statute 
be extended to apply to any investment adviser who uses the mails or facilities 
of interstate commerce, whether or not he is subject to registration. 

Do I understand that to mean that you not only extend the scope of 
your Commission, but the scope of any penal provisions to all those 
people in that category ? 

Mr. Gapssy. Yes. 

Mr. Hempuity. What penal provisions do you have in mind? 

Mr. Gapspy. You must realize all this does is extend the antifraud 
provisions of the Investment Advisers Act to persons who are exempt 
from registration as investment advisers. It makes no other change, 

Mr. Hempuitt. It puts them in the same category, as I understand 
it. 

Mr. Gapssy. So far as the antifraud provisions are concerned, yes. 

Mr. Hempeumy. Just how will that strengthen the ability of the 
Commission to monitor the stockmarket in its transactions? 

Mr. Gapspy. I am sorry. 

Mr. Hemput.. I say, just how will that help you to monitor the 
situation ? 

Mr. Gapspy. May I ask Mr. Loomis to answer that question ? 

Mr. Hempui.. Certainly. 

Mr. Loomis. This extends the antifraud provisions of the statute, 
the provision which prohibits fraudulent practices, to investmen ad- 
visers exempt from registration. That follows the pattern in the 
Securities Act, Securities Exchange Act, which also subjects people 
to responsibility for fraud whether or not they are eet from regis- 
tration. And it is our feeling that no one engaged in the investment 
advisory business, whether or not he is entitled to an exemption 
from registration, should be allowed to perpetrate fraud, and if he 
does, we should be able to take action against him. 

Mr. Hemputtt. I might say I am thoroughly in sympathy with your 
feeling, but as a practical matter where is it going to help you? 

Mr. Loomis. Well, it will help us to prevent and to punish fraud 
by investment advisers, because we will not have to let the matter go 
simply because the person is exempt from registration. 

r. Hempnitt. What has been your experience with the Securities 
Exchange Act? You said it was in keeping with that; what has been 
your experience in the past? 

Mr. Loomis. Well, we have very frequently taken action against 
frauds under both the Securities Act and the Securities Exchange 
Act, even though the transaction, or the person, was exempt from 
registration. We find it very helpful to protect the public against 
fraud, to be able to do that against, say, a opera hey who is ex- 
empt from registration, or an issuer of securities who is exempt from 
registration. 

r. Hementt. I think that is all. 

Mr. Dotxirncer. Mr. Keith. 

Mr. Kerrn. Mr. Gadsby, has there been any clearance of this, or 
discussion of the subject matter, with the trade, so to speak ? 
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Mr. Gapssy. Oh, yes. We have had continual discussions with the 
industry, and this represents, to a certain extent, a compromise. In- 
sofar as our proposals in these bills differ from the proposals which 
were submitted 2 years ago, they represent a modificazion which was 
worked out with the industry. 

Mr. Kerru. Earlier you talked about 10-day periods when you will 
further your study of a particular problem. Wouldn’t it be better 
if some of the securities in which you are interested could have some 
limiting factor there, as was obviously the intent with the 10-day 

eriod ¢ 
4 Mr. Gapssy. The trouble with that, Mr. Representative, is that we 
never know what limitation is desirable. For example, we have now 
currently a proceeding in connection with a corporation which cannot 
file its financial statements because the books are in such shape that 
its accountants cannot get out a financial statement. We do not know 
when the accountants will be able to. 

The affairs of the corporation are in a deplorable shape. And until 
they are able to, we do not want that security to be traded on the 
exchange. Consequently, we do not know what limitation will be 
necessary in order to satisfy that situation. 

Mr. Kerrn. Well supposing that you, because of perhaps a dis- 
interest on the part of your staff, or because there was not sufficient 
volume of business in this particular security to warrant any great 
public interest—nevertheless it would be very vital to those imme- 
diately concerned—what recourse would they have? 

Mr. Gapssy. Well, the statute is designed to protect a person who 
might buy the security without having adequate information. Now 
the Congress has decided that. that person should be protected. And, 
true, it does impose a burden upon the present holder of the security, 
he cannot trade in it. 

But rather than to pass that burden off to some innocent person. 
Congress decided to authorize us to suspend trading pending the 
determination as to delisting. 

rp Kerru. Did the trade more or less go along with this arrange- 
ment ¢ 

Mr. Gapspy. I know of no criticism that has been made of the pro- 
vision, no. 

Mr. Kerrn. Thank you, sir. 

Mr. Dotiincer. Mr. Collier. 

Mr. Cottrer. Mr. Gadsby, in connection with H.R. 2482, your 
statement says the act provides the registration of investment advisers 
with some important exceptions. Now bearing that in mind, and then 
having further along in your statement, you provide, you indicate, 
that this legislation would provide for denial revocation and sus- 
pension of registration as an investment adviser in the case of a 
specific violation. 

To whom do you refer when you say “with some important excep- 
tions”? And the second part of my question is, in the cases of these 
exceptions, what recourse would SEG have against an adviser who 
is not registered ? 

Mr. Gapssy. The act, in section 203(b) provides that it is unneces- 
sary to register when an investment adviser’s clients are all within 
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one State, or whose clients consist only of investment companies or 
insurance companies, or one who has had less than 15 clients and does 
not hold himself out generally as an investment adviser. 

Now those people are exempt from registration. 

Mr. Cotirer. May I interrupt there just for a moment? If their 
transactions are carried on within one State—— 

Mr. Gapssy. That is an intrastate exemption. 

Mr. Cortier. Then of course they cannot be required by Federal 
law to register. 

Mr. Gapsey. That is right. 

Mr. Cotuier. Are there any States which require a registration if 
they do business within a single State ? 

Mr. Gapssy. There are quite a good many States that require reg- 
istration of investment advisers, and such a provision is a part of 
the Uniform Securities Act. 

Mr. Cotter. Then my final question is this, in the event there is 
a violation or malpractice of an adviser who is registered strictly 
within the State because of intrastate activity, would your Commis- 
sion have any jurisdiction or recourse ? 

Mr. Gapssy. It is proposed in the amendments which we now have 
that the antifraud provisions will apply to anyone whether or not 
exempt, anyone who uses the mails in the course of his business. 

Mr. Corer. That is in this legislation which heretofore left you 
without that power, is that right ? 

Mr. Gapsry. That is right. And we could proceed against them 
in case of fraud by injunctive action or criminal action, just as we 
can under the Securities Act at the present time. We may proceed 
under section 17 of the 1933 act, regardless of the fact that the secu- 
rity isexempt as an intrastate transaction—if there is fraud involved, 

Mr. Dotiincer. Mr. Gadsby, many people are investing moneys 
these days in investment bonds, which is just a 

Mr. Gapssy. Investment companies. 

Mr. Dotiincer. They are very popular, are they not ? 

Mr. Gapsspy. They are. Their present assets run close to $18 billion 
in the companies subject to the 1940 act. 

Mr. Dotuincer. These people, if they desire to sell, must sell their 
stock back to the investment company, they cannot sell it on the open 
market ? 

Mr. Gapspy. Oh, they can sell it on the open market. There isa 
market for them. 

Mr. Dotiinerr. But if there are a great many people who want to 
get out of those investments, is it likely that these investment com- 
panies would have to sell or dump their holdings on the market ? 

Mr. Gapspy. If everyone wanted to get out of them, why that is the 
only way that they could obtain the funds to redeem their shares. 

Mr. Doturncer. What would happen in a situation such as that, if 
the investment companies would dump a substantial amount of stock 
on the market? Wouldn’t we have a situation comparable to the 1929 
crash? Is it foreseeable that it could happen ? 

Mr. Gapssy. I doubt it very seriously, sir. 

Mr. Dotiincer. I am concerned with that because—— 
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Mr. Gapssy. We have emergency powers under section 22 of the 
1940 act to permit the suspension of redemptions so that we could help 
stop anything of that nature. 

Mr. Doturncer. Then there is some provision, that I hope would be 
effective. I am very concerned with this because I do not want to see 
a situation that occurred many years ago. 

Mr. Gapsspy. We have power under the act. 

Mr. DotiinGeR. You are satisfied we need have no fears on that 
score ? 

Mr. Gapssy. Not as far as investment companies are concerned. 

Mr. Dotiincer. Mr. Hemphill. 

Mr. Hempniuy. Mr. Gadsby, I would like to ask if I understood you 
correctly to say that you wanted some of this legislation that has been 
proposed changed so that the Commission could not be tougher than 
the 20-to-1 debt capital ratio? 

Mr. Gapssy. That is right. 

Mr. Hempniti. You want it to stay at 20 to 1? 

Mr. Gapssy. It is a workable ratio, it is what has been in the act 
for 25 years. We see no reason to contemplate any change in it. 

Mr. Hempuiiy. Let me interrupt you for a minute, please, sir. Just 
what changes were contemplated in the bill that you do not like? 
Didn’t your Commission pass on the bills before 

Mr. Gapssy. Yes. 

Mr. Hempnity. Why do you change it now? 

Mr. Gapssy. The industry does not want the power to exist in the 
Commission to establish a ratio of more than 20 to 1. We see no 
reason why we should care one way or the other. 

Mr. Hempnityt. Well why should the industry fear the power of the 
Commission to change the ratio? I mean, it 1s like a fellow failing 
to go on parole when he has been caught at something. Why should 
he fear parole—— 

Mr. Gapssy. May I ask Mr. Meeker, who has been conducting the 
negotiations, to answer that ? 

Mr. HempnHiny. Yes. 

Mr. Meeker. I think probably, Mr. Hemphill, I would have to let 
industry answer their own fears. They had an objection to it. I 
would prefer to let them state their own case on it. 

Mr. Hempuity. I might ask you this, then, what about the Ameri- 
ean people who probably are unaware that this latitude exists? Half 
of America does not know about this. 

Mr. Gapssy. Well as far as the Commission is concerned, Mr. Hemp- 
hill, we see no reason why there is not adequate protection in the 
20-to-1 ratio. In addition, you must remember we have substantial 
power in defining what constitutes assets and what constitutes in- 
debtedness. We have very great discretionary power over the even- 
tual definition of when a person is under water and when he is not. 

Mr. Hempui. My point is, I believe in the legislation you must 
have recommended the change when you sent the legislation down 
here to the Hill, which would be the administration’s legislative pro- 
gram for the year. Am I correct in that ? 

Mr. Gapssy. That is right. 
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Mr. Hempntrt. And now as I understand it you say the industr 
does not want it. Now why did you feel it good one time and feel it 
is not good at another ? 

Mr. Gapssy. We would have been perfectly willing to have put 
the 20-to-1 ratio in two years ago, Mr. Hemphill. There is no reason 
why we cannot operate under that restriction. We have done it for 
25 years. 

Mr. Hempuitt. Why the change now from your position in the 
bill ? 

Mr. Gapssy. None at all. 

Mr. Hempuity. No change? 

Mr. Gapssy. No, I do not think—the only thing is a restriction in 
our powers to that 20-to-1 rule which has been in effect so many 

ears. 
7 Perhaps Mr. Loomis can explain it more clearly than I can. He is 
directly in charge of that work. 

Mr. Hempui. I am not trying to belabor the point, but let’s sup- 
pose a situation in which you found it was necessary to have that 
power to tighten up. Where are you going to get the power unless 
you get it from the legislation ? 

Mr. Gapvssy. We have very great power, Mr. Hemphill, under the 
rules, as I explained, to tighten up. 

Mr. Hempuity. I am talking about the power to change the 20-to-1 
ratio. 

Mr. Gapssy. No, we would not have power to do that. That is 
the only thing we would not have power to do. 

Mr. Hempnuiw. It might be necessary to do just that to shore up a 
situation. 

Mr. Gapspy. We see no possibility. If we saw any possibility of 
danger of that sort, we would certainly not accede to any suggested 
change. 

Mr. Hempuitt. Now what did industry say? Industry arene 
you into changing from the bill. What did industry say about it to 
cause you to change your mind, or at least to change your position ? 

Mr. Gapsspy. May I ask Mr. Loomis to answer that ? 

Mr. Hempni. Yes. 

Mr. Loomis. Well when we proposed this amendment it was not 
done with any idea of changing the 20-to-1 ration or the basic structure 
of our capital rules, we were just making them applicable to a slightly 
larger class of broker-dealers. 

Industry felt that if that was the intention of the program, we 
should in effect say so, that Congress should indicate that it was not 
the purpose of this change to change the structure of the capital regu- 
lation which has worked well for at least 10 or 15 years, or the exist- 
ing congressional standard of 20-to-1 which is now in section 8 of 

e act. 

And they objected to anything which might imply that all this was 
to be swept out and we were to start over fresh. Since we had no idea 
of changing the basic structure, we agreed that it might be just as well 
to say so in the statute. 





I tk 
out, tl 
jn ass 
neede 
deduc 
types 
ap th 
ratio | 


Thi 
Th: 
to ha 
Th 


subj e 





we 


SECURITIES ACTS AMENDMENTS, 1959 185 


I think it might be mentioned also, as the Chairman has pointed 
out, that our power to define terms and to decide what can be included 
jn assets is very broad, and if we felt that greater safeguards were 
needed, as we did a few years ago, like, for example, requiring greater 
deductions from the value of stock in inventory, or excluding certain 
types of assets, saying they do not count, we could as you put it, shore 
up the situation quite adequately without changing the basic 20-to-1 
ratio which has been in the statute for 20 years. 

Mr. Hempuityi. Thank you very much, that answers my question. 

Thank you, Mr. Chairman. 

Mr. Dotuincer. Any further questions? 

Thank you, Mr. Gadsby, for coming here. It is always a pleasure 
to have you and members of the Commission before the committee. 
The committee will stand adjourned subject to call of the Chair. 

(Whereupon at 12 o’clock meridian, the subcommittee adjourned, 
subject to the call of the Chair.) 
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WEDNESDAY, JULY 8, 1959 


Hovse or ReEepresENTATIVES, 
SUBCOMMITTER ON COMMERCE AND FINANCE OF THE 
COMMITTEE ON INTERSTATE AND ForEIGN COMMERCE, 
Washington, D.C. 

The subcommittee met at 10 a.m., pursuant to call, in room 1333, 
New House Office Building, Hon. Peter F. Mack, Jr. (chairman of 
the subcommittee) presiding. 

Mr. Mack. The committee will come to order. 


Mr. Bradford Ross. 


STATEMENT OF BRADFORD ROSS OF ROSS, MARSH & FOSTER, WASH- 
INGTON, D.C., ON BEHALF OF UNITED STATES INDEPENDENT 
TELEPHONE ASSOCIATION 


Mr. Ross. Thank you, Mr. Chairman. 

Mr. Mack. You are counsel for the United States Independent 
Telephone Association ? 

Mr. Ross. Independent Telephone Association ; yes, sir. 

My name is Bradford Ross, of the law firm of Ross, Marsh & 
Foster, 725 15th Street NW., Washington, D.C. I appear on behalf 
of the United States Independent Telephone Association, a trade or- 
ganization representing the Independent telephone industry, an in- 
dustry in which there are 3,867 companies over the Nation inde- 
pendent of the Bell System. These independents operate over 10 
million telephones through some 10,765 separate exchanges. 

We wish to support section 3 of H.R. 5001. 

Independent telephone companies in the United States provide 
telephone service in approximately 11,000 cities, towns, and communi- 
ties and serve more than half of the service area of the country. 
These companies are located principally in suburban communities 
and rural areas, and obviously are for the most part small business 
enterprises. In the aggregate they constitute a small portion of the 
telephone industry as compared to the Bell System. 

The independent telephone industry owns about one-sixth of the 
over 67 million telephones in service in the United States and over 
12 percent of the approximately $24 billion plant investment in tele- 
phone equipment. Out of the 3,867 independent telephone companies, 
more than 2,500 have less than 550 telephones and about 367 have 
between 550 and 1,000 telephones. Some 1,000 companies have more 
than 1,000 telephones. 
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Our association has a vital concern in any legislation which would 
assist in the expansion and growth of independent telephone com- 
panies or which would, in part, relieve them of the financial burden 
incident to satisfying their capital requirements, or which would per- 
mit more expeditious financing. 

The proposal now under consideration for an increase in the Com- 
mission’s exemptive authority under section 3(b) is contained in sec- 
tion 3 of H.R. 5001. We are here today for the primary purpose of 
urging your approval of section 3 of this omnibus bill. 

We think, however, that the exemption should be raised to $1 million 
rather than the $500,000 proposed. 

The United States Independent Telephone Association has con- 
sistently supported an increase in the present amount of the section 
3(b) exemption. 

In the 83d Congress, we appeared in support of H.R, 7550 and §, 
2846, companion bills, which proposed to raise the exemption to a 
maximum of $500,000. 

In the 85th Congress, we appeared before the Senate Subcommittee 
on Securities to support S. 810 and S. 843. These latter bills each 
recommended an increase of the sections 3(b) exemption to $500,000, 

Last month I testified before the Senate Subcommittee on Securities 
in favor of S. 1178, the companion bill to H.R. 5001. 

In the statement which we presented to the Senate subcommittee 
on S, 810 and S. 843 in the 85th Congress, the reasons were detailed 
why our association supported legislative relief for small telephone 
companies which must raise equity capital through interstate flota- 
tions (hearings before the Subcommittee on Securities of the Senate 
Committee on Banking and Currency on S. 810 and S. 843, pp. 29-31, 
85th Cong., Ist sess. (1957) ). 

Tosummarize, these reasons were twofold: 

(1) The increased exemption would be consistent with the national 
policy of fostering small businesses in our economy and of affording 
them relief from burdensome regulation, wherever compatible with 
the public interest ; and, 

(2) Cash economies can be realized in legal and accounting fees, 
and printing costs, when regulation A procedures are utilized in lieu 
of the more complex procedures connected with a section 7—A regis- 
tration statement. 

The independent telephone industry is now experiencing an era of 
rapid expansion. Enlargement of telephone plant facilities neces- 
sarily depends to a large extent on investor-provided capital, since 
there are rigid limitations on a regulated utility’s ability to finance 
an expansion program from retained earnings. 

During recent years regulation A notifications by independent com- 
panies have averaged something on the order of 20 per year, repre- 
senting an aggregate annual amount of approximately $4 million. 
But the full importance of the exemption to small telat com- 
panies may not as yet have been fully realized. 

As stated in the Senate Report No. 438, 85th Congress, 1st session, 
pages 4 to 7, with reference to the $500,000 exemption proposed in 
1957, the value of the dollar had declined to such an extent between 
1945 and 1957 that an exemption of $535,000 would have been re- 
quired in 1957 in order to provide proportionately the same benefit 
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that was granted in 1945 when the exemption was raised from $100,000 
to $300,000. 

In my opinion, one of the reasons that the exemption has not been 
more generally used by independent telephone companies has been 
that it is too low to be of help to very many telephone companies. 

In his testimony before the Senate Subcommittee on Securities on 
May 23, 1957, on S. 810 and S. 843, Mr. Jules Ables, Director, Office 
of Economic Advisers, Smal] Business Administration, made the fol- 
lowing observations on the potential use of regulation A which might 
be achieved in the future. He said: 


“There is a long road ahead in persuading small firms to explore and utilize 
the present opportunities for tapping the securities market * * * 


He said further: 


We in SBA are confident that a program of education among small companies 
and a closer liaison between the small company and the investment-banking 
house may be productive of a use of the securities markets for raising equity 
capital at a far more expanded rate than exists today. We are undertaking 
to implement our program with that end in view. The raising of the exemp- 
tion limit from $300,000 to $500,000 for regulation A financing would be an im- 
portant and useful tool in such an objective. (Hearings, supra, pp. 19-20.) 


Later in 1957, during hearings held by the Select Committee on 
Small Business pursuant to House Resolution 56, 85th Congress, the 
potential usefulness of regulation A was also stressed by SBA Ad- 
ministrator, Mr. Wendell B. Barnes, who observed that—page 229: 

“We estimate that there are 125,000 or more likely candidates for public 
financing among small businesses and yet public issues for all kinds and sizes 
of corporations today are less than 15,000. Thus there may well be over 100,000 
small companies which need and would benefit from public financing and yet 
apparently have not availed themselves of the opportunity. 

I would now like to comment briefly upon section 5 of this bill which 
proposes to enlarge the civil liability provisions presently applicable 
to regulation A issues. 

At the outset, I want to make it clear that our association has not 
heretofore taken a position, either for or against, this proposed ex- 
tension of liability. Thus, in the 84th Congress, although the asso- 
ciation actively opposed H.R. 5701, which would have eliminated the 
section 3(b) exemption in its entirety, it did not participate in the 
hearings on H.R. 9319. 

H.R. 9319, it will be recalled, was Congressman Bennett’s proposal 
to extend the stringent section 11 civil liability provisions of the act, 
applicable in the case of registration statements, to section 3(b) 
offerings as well. 

As the subcommittee knows, Mr. Bennett has introduced H.R. 4568 
in the present Congress, containing the same objective as H.R. 9319. 
We are pleased that the SEC has not favored saddling small business 
with such a sweeping test of liability, but has instead promoted the 
more moderate test contained in H.R. 5001. 

At the time we were before the Senate subcommittee during its 
hearings on S. 810 and S. 843 in the 85th Congress, the language of the 
bills then being considered made it unnecessary for us to take a 
peetion on the question of extending civil liabilities. However, 

ing cognizant of the fact that some Members of Congress, as well 
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as the SEC, were seriously concerned with the problem, I there 
stated, at page 31: 

The protection of investor interests has legitimately received much attention 
in congressional hearings dealing with the section 3(b) exemption. Significantly, 
however, at no time during these hearings has any evidence or suggestion been 
advanced that securities issued by telephone companies availing themselves of 
the advantages of section 3(b) have harmed the investing public. 

That statement still stands. 

If we correctly evaluate the meaning of the House and Senate hear. 
ings which have dealt with the section 3(b) exemption during the 
past three Congresses, it would appear that congressional approval of 
even a small increase in the amount of the exemption to $500,000 
rightly or wrongly, become inextricably entwined with a demand for 
simultaneous expansion of the civil liabilities attaching to section 3(b) 
offerings. 

Under such circumstances, we would interpose no objection to the 
provisions of section 5 of H.R. 5001 if their adoption will put at rest 
the reservations which some Members of Congress have expressed over 
increasing the amount of the exemption unless additional investor 
safeguards are also provided. 

Our position then a, comes down to this: 

The association is willing to accept the extension of civil liabilit 
contained in H.R. 5001 as a means to having the exemption vale 
In doing so, however, I reemphasize that we believe that the alleged 
necessity for additional investor protection is entirely superfluous in 
the case of the regulated telephone industry. 

We furthermore urge that the section 3 (b) exemption be raised to 
$1 million, rather than to $500,000, in order to provide assistance to 
a larger number of small telephone companies. 

Thank you, Mr. Chairman. 

Mr. Mack. Thank you. 

You are the counsel for the United States Independent Telephone 
Association, and that, as I have concluded, probably does not repre- 
sent all of the companies that you mentioned, 3,867 ? 

Mr. Ross. Our membership is not that broad, but we represent a 
large portion of them and I feel that we speak for that segment of 
the tidus. 
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Mr. Mack. Are not these small telephone companies fast disap- 


pearing? 

Mr. Ross. There have been a number of mergers, Mr. Chairman. 

Mr. Mack. I know that in my area the General Telephone Co. has 
acquired, and acquires by the week, small independent telephone con- 
panies. Isthat not a fairly accurate statement ? 

Mr. Ross. I doubt if that is accurate, that they do it weekly, but 
they have acquired a number of them. How fast, I don’t follow that 
in sufficient detail to know of the exact number, but not only General 
Telephone Co., but other larger telephone companies have acquired 
some of the smaller companies. 

Mr. Mack. In our area the General Telephone Co. is the fastest 
expanding company. 

r. Ross. I think it has been the fastest expanding and it is the 
largest of the independent companies. 
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Mr. Macx. Is the number of independent telephone companies in- 
creasing or decreasing ? 

Mr. Ross. The number is decreasing. 

Of course, I should point out that the Bell System acquires inde- 

ndent telephone companies. 

Mr. Mack. I understand that. 

And there are other companies as well. 

Mr. Ross. And other independent companies as well. 

Mr. Mack. As you mentioned, some of the independents merge to 
form larger companies. 

Mr. Ross. I think if you give me a moment here I could give you 
several examples. 

Mr. Chairman, I think to give you examples of recent acquisitions, 
the United Utilities Co. in the last year or two acquired the Oregon- 
Washington Telephone Co., which was a sizable acquisition. 

Mr. Macs. That is a large company, too? 

Mr. Ross. Twenty thousand stations. 

The ees Telephone Group acquired the Lexington, Va., Tele- 

hone Co. 
. Of course, the General Telephone Co. acquired several too, and 
the last large one that I recall was the Peninsula Telephone Co. in. 
Florida, I think, with General Telephone Co., and some years pre- 
viously of course, they acquired the a interests, which were both 
operating telephone companies and manufacturing companies. 

Generally speaking, I think there has been a trend for larger in- 
dependent telephone companies as well as the Bell to acquire smaller 
telephone companies, particularly in adjoining areas to their service 
areas. 

The last time I testified before this committee on this subject, 
which I guess was 2 years ago, I think I stated that there were then 
over 4,000 or perhaps 4,100 independent telephone companies, whereas 
there are now over 3,800. 

Mr. Mack. Approximately what number do you represent ? 

Mr. Ross. In terms of telephones in use, we represent between 80 
and 90 percent. 

Mr. Mack. Of the companies? 

Mr. Ross. Of the independent telephone industry. That is a lesser 
number, of course, if you take the number of independents. Many 
of them are very, very small little companies that wouldn’t belong 
to the association. 

Mr. Mack. It is my understanding that many of these companies 
are not incorporated. 

Mr. Ross. Many of them are owned by individuals and are family- 
operated. 

Mr, Dincetx. Are you referring to co-ops, too, by any chance? 

Mr. Ross. We have members that are co-ops, and I assume there 
are some co-ops that are not members, but we have members that 
are not co-ops. 

Mr. Mack. Is the reason that the amount of this exemption should 
be increased, and I notice you have moved it on up to $1 million, 
and I assume that if it were increased to $500,000 that that would be 
the next move, to have it further increased, because your small tele- 
phone companies have now become larger telephone companies? 
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Mr. Ross. Not so much because of the merger, but the fact is, Mr, 
Chairman, that there is an increase in population and in many of 
the areas that previously were very sparsely populated or near large 
cities, the population is spreading out there and requiring expanded 
facilities, and of course financing to make that possible. 

It is just my personal opinion that the financing of the very smal] 
companies has been largely handled locally. It is not until you get 
into an area of a half-million dollars or above that it is probably 


eS 


difficult to obtain local financing, and the benefits of being able to 


get into the securities market would be of real value. 

That is my personal opinion. 

Mr. Mack. Many of these small companies have operated under 
this exemption provision for several years, have acquired other com- 
panies, and now find themselves too large to operate under that 
amount ? 

Mr. Ross. Where the companies that I have mentioned have ac- 
quired smaller companies, I don’t think that they would be benefited 
in the slightest by this exemption, because they are merged into larger 
companies that they are now financing in sums from a half-million 
to a million dollars. 

Mr. Mack. At the time you mentioned it, I suggested that they 
were large companies, if you recall. 

Mr. Ross. Yes. I am talking about the smaller companies where 
the population has grown and with the inflation that we have had 
in the last 10 years it would be of real benefit to companies desiring 
from a half-million to a million dollars. 

As I have attempted to point out in my statement, these telephone 
companies are regulated. They are regulated by either State or 
Federal commissions or both, and there have been no abuses as far 
as I have heard in the security issues. I think if they were to be per- 
mitted to come under regulation A you would find a great deal more 
use of it than you have with the limitation of three hundred or five 
hundred thousand dollars. 

Mr. Mack. I am very happy to have your testimony this morning, 
because I noticed when the Securities and Exchange Commission was 
before this committee, they made this suggestion, but didn’t state the 
reason or justification for the increase, and I think you are the first 
witness that has had an argument in favor of the increase. 

Mr. Ross. Thank you. 

Mr. Mack. Mr. Dollinger? 

Mr. Dotirncer. No questions. 

Mr. Mack. Mr. Glenn? 

Mr. Guienn. Just one question. 

I notice on page 3 you say that “the independent telephone industry 
is now experiencing an era of rapid expansion.” 

Do you mean in the corporate field, or in the service field, or both! 

Mr. Ross. In the service field. 

I think principally it is a result of the increase in population. Many 
of these small phot companies are in what had been rural areas and 


with the growth of the population and the movement to the suburban 
areas, they have had a tremendous growth. 

Mr. Guenn. If you are having a number of corporate mergers, that 
would not be expansion, would it? That would be a decrease? 
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Mr. Ross. I wasn’t referring to that. 
Mr. Guenn. Thank you. 
That is all, Mr. Chairman. 

Mr. Mack. Mr. Dingell? 

Mr. Dineetx. Thank you, Mr. Chairman. 

What does this three hundred thousand dollar exemption which is 
resently in the law mean and what would the five hundred thousand 
Rollars mean ? 

What is the practical effect of it? What does it apply to? 

Does it apply to issues of stock, new issues, total issues of stock, or 
just what ? 

Mr. Ross. My understanding is that it applies to the issues of de- 
bentures. 

Mr. Dincetx. Bonds or stock or both ? 

Mr. Ross. Bonds or stock or both. 

Mr. Dincety. You mean total issues ? 

Mr. Ross. Total issues. I am talking about a single issue at one 
time. 

Mr. DincE.LL. Single issue at one time ? 

Mr. Ross. Yes, sir. 

Mr. Dincett. Insofar as regulation by the SEC? 

Mr. Ross. Insofar as regulation by the SEC is concerned. 

Mr. Drnce.x. In other words, under the present law the small tele- 
phone company has an exemption to issue up to three hundred thou- 
sand dollars worth of stock at any one time without coming under 
regulation by the SEC ? 

Mr. Ross. It comes under regulation A. 

Mr. Dincetit. What is regulation A ? 

Mr. Ross. Regulation A is a regulation that provides for certain re- 
quirements and the submittal of certain information to SEC, but it is 
not as stringent as the requirements of the full registration. 

In other words, the law now provides that the Securities and Ex- 
change Commission may exempt companies up to three hundred 
thousand dollars provided such companies comply with whatever 
regulations the SEC may prescribe. They have prescribed what is 
called regulation A, requiring that certain information and data be 
submitted, but those requirements are not as elaborate and not as 
difficult to prepare, not as costly to prepare, as the full registration as 
required for nonexempt registrations. 

Mr. Drncexx. Does this exemption apply to other fields than tele- 
phone companies ? 

Mr. Ross. In all fields. 

Mr. Drncetu. It would apply to automobile companies or to elec- 
tric power, or gas companies, small manufacturers, or whatever it 
might happen to be? 

Mr. Ross. That is correct. 

Mr. Drncett. Can you tell me what this civil liability sections refers 
to! 

In other words, what are the civil liabilities under present law, and 
what would be the civil liabilities under H.R. 4568, and what would 
be the civil liabilities under H.R. 5001? 

Mr. Ross. The civil liabilities requirements are provided in section 
11, and I believe in section 12 to some extent, of the Securities Act, 
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and the requirements are now applicable where the full registration 
statement is required. It provides absolute liability on the part of 
officers. 

Mr. Drnceu. Personal liability ? 

Mr. Ross. Personal liability, and those persons who assist in the 
preparation of registration statements. 

Mr. Dinceu. Personal liabilities ? 

Mr. Ross. Personal liabilities. 

Whether or not the misleading statements were issued through mis- 
take, or error, or lack of knowledge, there is no defense, as I under- 
stand, under section 11. 

Now, Congressman Bennett’s bill would make those applicable as 
well to the exempted, those that are now exempted from the full 
registration. 

Mr. Drncett. Is it customary to meet those obligations with a bond 
filed by the officers or paid for out of the proceeds of the issue for the 
officers concerned? Is that not the way it is done now ? 

Mr. Ross. I can’t tell you whether or not that is the way it is done, 
but I would be surprised if that is not the case. 

Mr. Drnce.u. So in effect the exemption would be from a bonding 
cost or a little lesser bonding cost if we take the minor provisions 
of H. R. 5001 and leave the present law apply; is that not right? 

Mr. Ross. I think you are getting into a phase of this with which 
I am not qualified to testify. 

Mr. Dineewt. I am not either. 

Mr. Ross. I think the SEC people would probably be the ones to 
answer those questions. 

I might point out, though, that previously the chairman of the 
SEC has testified here and he submitted for the record an analysis of 
these proposed bills, particularly 5001, the one that we are interested 
in, which sets forth their interpretation of the provisions. I think 
that might be helpful. 

Mr. Dineetu. One last thing. 

Are you able to comment on what the meaning of this switch is? 

By striking out “Federal Trade Commission,” and inserting in lieu thereof 
“Securities and Exchange Commission,” 
which appears on lines 5 and 6 of page 1 of H.R. 5001? 

Mr. Ross. No, I am not. 

Mr. Drinoetx. Thank you. 

Thank you very much, Mr. Chairman. 

Mr. Mack. Mr. Dollinger ? 

Mr. DoturiNncer. Mr. Ross, if we were able to raise the exemption to 
$1 million, as you seek, would you be satisfied with that increase, and 
to increase the civil liability and make it tougher than it is presently 
in the bill? 

Mr. Ross. Make it tougher than it is under H.R. 5001? 

Mr. Dotiinerr. That is right. 

_ Ido not know, but if it were possible to make certain that the invest- 
ing public would be protected by civil liability on condition that we 
would increase the amount from a half-million to a million dollars, 
would you be satisfied ? 

Mr. Ross. As I understand your question directly, would we accept 
more stringent civilian liability provisions if we were to get the $1 
million exemption figure ? 
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Mr. Doti1neer. That is right. 

Mr. Ross. I would like to confer for a moment with Mr. Bailey, 
who is the executive vice president of the association. I don’t know 
that either he or I is qualified to find the association. 

I think that the farthest we could go on that would be to say that 
it of course would make it far more palatable to us to have the $1 
million exemption with the more stringent provisions. 

I would like to suggest that some consideration be given, however, 
to maybe exempting regulated companies who are subject to regula- 
tion with regard to security issues anyway from those requirements. 

Mr. Dotiincer. Mr. Ross, I do not find fault with your position. I 
do not think that we would have to worry about protecting the in- 
vesting public from some of the people you represent, but I think you 
will appreciate the fact that this is not only restricted to you, but 
restricted in general to all people who are interested in investing, and 
we have to protect the public from those who are not as concerned as 
you people would be with the public’s investing. 

Mr. Ross. IL appreciate that. 

Mr. DotiinGer. It is not directed to your company personally. 

Mr. Ross. I understand that. 

However, where companies are subject to regulation in regard to 
the security issues by State or Federal regulatory commissions, and 
it must have those approved before they can issue, the public or other- 
wise, it would seem to me that it might be worth providing that they 
need not be subject to these general liabilities. 

Iam suggesting that as a position that the committees might take. 

Mr. Douurncer. I have no further questions, Mr. Chairman. 

Mr. Mack. To further identify the people that you represent and 
your interest in this legislation, how many of your people have 
taken advantage of the exemption provisions? 

Mr. Ross. They have averaged only about 20 a year coming under 
exemptions. 

Mr. Mack. How many do you think you would have if we increased 
the exemption to $500,000 ? 

Mr. Ross. Mr. Chairman, it would be a guess on my part, but I 
would think that it would more than double. I just think there are 
a lot more companies that would be interested in financing in amounts 
between $300,000 and $500,000 than up to $300,000, but that is not 
based on any analysis or survey. That is my own opinion. 

Mr. Dincetxt. Mr. Chairman, I wonder if the witness could give us 
the number if the exemption were raised to $1 million. 

Mr. Mack. If Mr. Ross would care to make a statement on that. 

Mr. Ross. If it would be understood that it is simply a personal 
opinion, because that is all it would be. These are matters that I 
don’t know how you can get accurate information about. 

I have said that I believe that a great many more companies would 
be interested in financing on the markets at between $500,000 and $1 
million than below the $500,000 figure, so I would say that it might 
be four or five times as many. I would be surprised if it would not 
be a large increase in the number of companies coming in. 

That is my best judgment. I have been talking on the side here to 
Mr. Bailey of the association and if it would be helpful, we could 
give you some information as to the plant investments of these com- 
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panies. We think it would be helpful in seeing just what their 
financing requirements will probably be. 

Mr. Mack. If you would care to file that with the committee, we 
would be very happy to have it. 

It occurred to me that if it were increased to $1 million, it is pos- 
sible that some of these companies would take advantage of it less 
often and circulate larger amounts of securities. In other wor 
instead of coming in 3 years straight for $300,000, they might come 
in and circulate e1 million worth of securities in one year. 

Mr. Ross. It is possible that might happen in some instances, Mr, 
Chairman. 

I think it would probably be helpful to them if they could do that. 

Mr. Mack. It would also be interesting to know how many of the 
20 that you mentioned are taking advantage of this exemption now 
have been taking advantage of it every year. 

I do not expect you to have that information immediately avail- 
able, but if you care to file any information on it which might be of 
assistance to the committee, we would be very happy to have it. 

Mr. Ross. Thank you. 

Mr. Mack. I would also like to ask the number of registered com- 
panies that you represent. 

Mr. Ross. I could not give you that information offhand. 

Mr. Mack.’ We would be very happy to have it if you care to file 
it in the future, as well as the exact number of telephone companies 
that your association represents. 

(The following information was later received from Mr. Ross:) 


Ross, MarsH & Foster, 
Washington, D.C., July 15, 1959. 
Re H.R. 5001. 
Hon. Peter F. MAcK, Jr., 
Chairman, Subcommittee on Commerce and Finance, 
House Office Building, 
Washington, D.C. 

DeEAR CONGRESSMAN Mack: On July 6, 1959, I testified before your committee 
on behalf of the U.S. Independent Telephone Association concerning the above 
bill. During the testimony I was offered the opportunity to submit additional 
statistical information concerning the independent telephone industry. The 
following information may be helpful: 

1. Out of 3,867 independent telephone companies about 255 have a plant in- 
vestment of $1 million or more. 

2. Ninety-eight such companies have gross revenues of $1 million or more. 

3. Embraced in the membership of the USITA are 714 independent telephone 
companies (including cooperatives) and 134 manufacturers and suppliers. 

I was asked the number of independent companies that have gone in for full 
registration of issues at the Securities and Exchange Commission. We do not 
have this information. 

Very truly yours, 
BRADFORD Ross. 


Mr. Mack. Are there any further questions? 

Mr. Dincetx. No questions, Mr. Chairman. 

Mr. Mack. Thank you very kindly. 

Mr. Ross. Thank you, sir. 

Mr. Mack. Our next witness is Mr. Philip Crane. 

Mr. Crane, you are with the Pacific Gas & Electric Co., San 
Francisco? 
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STATEMENT OF PHILIP CRANE, COUNSEL FOR PACIFIC GAS & 
ELECTRIC CO., SAN FRANCISCO, CALIF 


Mr, Crane. That is right, Mr. Chairman. 

Mr. Mack. You are a representative here in Washington ? 

Mr. Crane. No; I practice in San Francisco. 

Mr. Mack. You may proceed, Mr. Crane. Identify yourself for 
the record, please. 

Mr. Crane. My name is Philip A. Crane, Jr., I am an attorney 
representing Pacific Gas & Electric Co., 245 Market Street, San 
Francisco, Calif. I have handled legal matters with respect to its 
financing for many years, including registration of its securities under 
the Securities Act of 1933 and qualification of its bonds under the 
Trust Indenture Act of 1939. 

I am here today to testify in support of section 2 of H.R. 5002, 
which contains a proposed amendment of section 304(c) of the Trust 
Indenture Act. 

As you know, this act provides in general that bonds and similar 
securities sold through public offerings must be issued under inden- 
tures which conform to the lengthy and detailed requirements of the 
act. Some indentures in effect at the time the act was passed could 
not, for reasons of contract, be amended to comply with the act in 
all respects. Section 304(c) was therefore included in the act to per- 
mit the Securities and Exchange Commission to grant limited exem 
tions where consistent with the public interest so that securities pee 
continue to be issued under such indentures. 

Specifically, section 304(c) of the act permits the Commission to 
exempt from the provisions of the act securities issued under an in- 
denture under which securities issued prior to February 1940 are out- 
standing, if and to the extent the Commission finds that compliance 
with the act would require the consent of holders of securities out- 
standing under any such indenture or would impose an undue hard- 
ship on the issuer, having due regard to the public interest and the 
interests of investors. 

The indenture under which this company’s more than $1 billion 
principal amount of first and refunding mortgage bonds outstanding 
were issued became effective in 1920, long before the Trust Indenture 
Act of 1939 was passed. It was amended to comply with the act in 
all respects except for certain portions of sections 316(a) (1), 316(b), 
and 317(a)(2) of the act which could not be met without securing 
the unanimous consent of all bondholders, a practical impossibility. 

The indenture provides that the holders of 25 percent of bonds then 
outstanding may require or control certain action to be taken by the 
trustee whereas section 316(a) (1) of the act provides that such action 
may be required or controlled by holders of a majority of bonds then 
outstanding; the indenture contains certain restrictions upon a bond- 
holder’s right to sue in equity for a foreclosure, restrictions which 
would be removed if the provisions of section 316(b) of the act were 
included in the indenture; the indenture does not contain any pro- 
vision, as required by section 317(a) (2) of the act, specifically au- 
thorizing the trustee to file such proofs of claim and other papers or 
documents as may be necessary or advisable in order to have the claims 
of such trustee and of the bondholders allowed in any judicial 
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proceeding relative to the obligor upon the bonds, its creditors or its 
property. 

Based upon such cases as /n the Matter of Hugo Stinnes Corpora- 
tion, 7 SEC 622 (1940), and Jn the Matter of Copley Square Trust, 
8 SEC 168 (1940), as well as certain appellate decisions of the State 
and Federal courts in California, the Securities and Exchange Com- 
mission itself has held that to amend the company’s indenture to com- 
ply with these sections would require the consent of all of the holders 
of securities outstanding under the company’s indenture. Accord. 
ingly, the Commission has granted the company’s various applications 
for exemption pursuant to section 304(c) of the act. 

After aeverad years of proceeding in this manner, it was realized 
that it would be possible to amend the company’s indenture to effect 
full compliance with the act provided that such amendment was made 
effective only after retirement of all bonds outstanding under the 
indenture at the time the amendment was adopted. 

Such an amendment was adopted in 1950 but cannot become effec- 
tive before 1983, the latest maturity date of bonds outstanding at the 
time it was adopted. Pending that time, the company must rely on 
exemptions under section 304 (c) of the act in order to issue bonds 
under its indenture. 

As stated above, to be eligible for exemption under section 304 (c) 
of the act, the securities must be issued under an indenture under 
which securities issued prior to February 1940 are still outstanding. 

The proposed amendment of section 304 (c), which is set forth in 
section 2 of H.R. 5002, amends this section simply to provide that 
exemption of its securities from the act. Should this occur, the com- 
outstanding on January 1, 1959. 

There are about $517 million face amount of these bonds presently 
outstanding will mature in 1966, and unless section 304 (c) of the act 
is amended by that time, the company will no longer be able to secure 
exemption of its securities from the act. Should this occur, the com- 
pany could not issue securities under its indenture unless it refunded 
all of its bonds maturing before 1983, the year in which the company’s 
indenture will qualify under the act. 

There are about $517 million face amount of these bonds presently 
outstanding and it is clear that such a refunding operation would im- 

Ose an unnecessary financial burden on the company. It could only 
be done at great expense, would involve the payment of large redemp- 
tion premiums, the refunding bonds would undoubtedly command 
a higher rate of interest, and the whole transaction would increase the 
company’s cost of money. This would undoubtedly have an adverse 
effect upon the rates which consumers of the company’s services must 


ay. 
Tn all probability, this possibility arises only from a technical defect 
in the drafting of the act and the cure is very simple. 

The proposed amendment will make eligible for exemption only in- 
dentures which were eligible on January 1, 1959; it does not open 
the door to new exemptions but, instead, prevents the premature 
closing of the door to exemption of indentures which have been eligi- 
ble for many years. 

In addition, as with the present statute, the amendment does not 
grant exemption to any indentures, but simply makes certain inden- 
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tures eligible for exemption. Before granting exemption, the Com- 
mission must make the same findings with reaper to the public interest 
and protection of investors as it must now make under the present law. 

Finally, it should be observed that there is no danger that exemp- 
tions will be perpetuated indefinitely. 

We understand that the Commission has for many years insisted 
upon amendments, such as that already adopted by the company I 
represent, which assure that ultimately there will be full and complete 
compliance with all details of the act. : 

For these reasons the company is vitally interested in section 2 of 
H.R. 5002 and respectfully urges that it be given favorable considera- 
tion by this committee. 

Thank you, Mr. Chairman. 

Mr. Mack. It seems to me that there are many companies through- 
out the country that would find themselves in the same predicament; 
is that not correct ? 

Mr. Crane. I really do not know, other than the one I represent. 

Mr. Mack. I mean it is not a particularly isolated case. 

Mr. Crane. I would not think so. I would think any company with 
an indenture outstanding before 1939 would very likely be in the same 
boat. 

Mr. Mack. Mr. Dollinger? 

Mr. Dotiincer. No questions. 

Mr. Mack. Mr. Glenn? 

Mr. GLENN. No questions. 

Mr. Mack. Mr. Dingell? 

Mr. Dineetxi. Thank you, Mr. Chairman. 

How does this work with respect to the regulation A exemption ? 
Is this different, apart, and distinct from the regulation A exemption 
that was referred to by the previous witness ¢ 

Mr. Crane. Yes. 

The regulation A exemptions are from the Securities Act of 1933, 
are they not ¢ 

Mr. Dincetx. You would have to say. I could not tell you. 

Mr. Crane. I believe that is true. This is the Trust Indenture Act 
of 1939 which has to do with mortgages under which companies can 
issue their bonds and debentures. 

Mr. Dincett. With regard to this, our chairman asked you whether 
or not you knew of other corporations and companies in a similar 
position. Is this exemption that we are discussing now applicable 
to anything other than the kind of situation that we have been discuss- 
ing here today ? 

n other words, would it apply to some other kind of a bond or an 
indenture offering? 

Mr. Crane. Under the law, in order for a company to issue bonds 
or debentures, debt securities, they have to do so pursuant to an in- 
denture which contains the clauses that the act requires, and then 
under this section 304 (c) the Commission has the power to grant 
exemption where it sees fit, having in mind the public interest, and 
so forth. 

Mr. Dincetu. The language occurs in H.R. 5001 ? 

Mr. Crane. This is H.R. 5002. 

Mr. Dinceiu. H.R. 5002? 
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Mr. Crane. That is right. It is section 2 of H.R. 5002, which simply 
changes the date in there. 

The way the law now reads, you are eligible for exemption only if 
you have pre-February 1940 securities outstanding and you apply for 
exemption, and under the amendment you are eligible if you have pre- 
February 1940 securities outstanding on January 1 of this year. 

Mr. Dincei. Can you tell me what the reason for bringing that 
date up to January 1, 1959, is? 

Mr. Crane. I know of no particular reason. It is just to prevent 
the situation that is going to arise in our company, and presumably 
others, from arising. 

In other words, the day your pre-February 1940 securities are re- 
tired, you are no longer eligible for exemption under the law as it 
now reads, so they just take this date. I mean they could have taken 
1938 or they could have taken 1960. 

Mr. Drnceti. Have you taken all reasonable and necessary steps 
to comply with the provisions of the exemption and to make your old 
indenture comply with the act ? 

Mr. Crane. Yes, we have, and it will comply in 1983, but under 
the decisions of the courts and of the Commission itself we can’t 
comply sooner than that because to do so would require the vote of 
all our bondholders, and that is a practical impossibility. Of course 
we just can’t get it. A lot of them are missing and one thing or an- 
other. 

Mr. Drncett. What I am trying to get around to is, would this be 
a device, let’s say, to make a perpetual exemption out of some of these? 

Mr. Crane. No, it will not make a perpetual exemption because at 
least with our company the Commission insisted we amend the 
mortgage, which we did, and will comply in 1983, and I understand 
they have done that for all the companies under their jurisdiction. 

Mr. Dincetu. I see. 

Thank you very much. 

Thank you very much, Mr. Chairman. 

Mr. Mack. Mr. Crane, I am interested in the subject I mentioned 
to you earlier. Are there other companies that find themselves in a 
similar circumstance? Do you have knowledge of any other com- 
panies which are confronted with the same problem? I wish that 
you would give us a supplemental statement for the record or send 
this information to us so that we can have it in our files. 

Mr. Crane. All right. 

I might suggest, Mr. Chairman, if you have a witness from the 
Commission, they might. know offhand. 

(Information referred to was not received. ) 

Mr. Mack. Yes. 

I just read the testimony of the Chairman of the Securities and Ex- 
change Commission, and it was not at all clear as to why this amend- 
ment is necessary. 

Mr. Crane. You would like to know how many companies are 
affected ? 

Mr. Mack. I would like to know other companies if you have that 
information and if not, we will try to secure it ourselves. 

I want to thank you for your testimony, Mr. Crane. 

Mr. Crane. Thank you for hearing me, Mr. Chairman. 
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Mr. Mack. Mr. C. Roger Nelson, American Bar Association. 
Mr. Nelson, you may proceed in any fashion that you desire. 


STATEMENT OF C. ROGER NELSON, AMERICAN BAR ASSOCIATION, 
WASHINGTON, D.C. 


Mr. Netson. Mr. Chairman, I do not propose to read this entire 
prepared statement. With your permission I would ask to have it in- 
corporated in the record and I will endeavor to summarize it. 

Mr. Mack. The Chair will receive your entire statement at this 
point and it will be printed in the record, and if you would like to 
summarize it, this committee would be glad to hear you. 

(Prepared statement of Mr. Nelson follows:) 


STATEMENT ON BEHALF OF THE AMERICAN BAR ASSOCIATION BY 
C. Roger NELSON, Esq. 


I appreciate this opportunity to appear and testify concerning certain aspects 
of the legislative program of the Securities and Exchange Commission which 
have been of concern to the American Bar Association. I believe the chairman 
and members of the committee have already received copies of the two resolu- 
tions on this subject adopted by the house of delegates of the association at its 
1959 midyear meeting in Chicago. The resolutions authorize and direct the 
association’s section of administrative law to appear before appropriate com- 
mittees of Congress in support of the positions stated in the resolution. The 
chairman of the administrative law section has directed me, as chairman of the 
section’s committee on securities, to appear in support of the association’s 
position. 

At the outset, I should emphasize that the resolutions about which I am 
going to speak concern only a limited number of the Commission’s proposals. 
The association has not taken issue with most of the Commission’s program. 
Further, the resolutions concern only certain matters of practice and procedure 
involved in the Commission’s proposals and do not concern the many substan- 
tive changes in the law which have been proposed. However, within the area 
of practice and procedure, these resolutions deal with what we deem to be 
fundamental questions of fairplay in administrative proceedings. 


RESOLUTION NO. 1 


The first resolution concerns the general subject of the right to withdraw 
an application which has been filed with the Commission. This question 
arises with respect to registration statements covering securities filed under 
the Securities Act of 1933, applications for registration as a broker-dealer filed 
under the Securities Exchange Act of 1934, and applications for registration as 
an investment adviser filed under the Investment Advisers Act of 1940. 

When the resolution covering this subject was first being considered by our 
committee and the administrative law section, there were pending in the House 
and Senate bills introduced in the 85th Congress which would have given the 
Commission virtually absolute authority to prevent the withdrawal of any 
registration statement once it had been filed under the 1933 act and of any 
application for registration under the other two acts once the Commission had 
initiated proceedings to deny such registration. The bills (S. 1178 and H.R. 
5001) to amend the Securities Act of 1933 introduced in this session of Congress 
at the request of the Commission have omitted the formerly proposed legislative 
extension of its authority to bar withdrawals of registration statements. The 
current bills (S. 1179 and H.R. 2480) to amend the Securities Exchange Act of 
1934 and the current bills (S. 1182 and H.R. 2482) to amend the Investment 
Advisers Act of 1940 have retained the prior provisions giving the Commission 
unlimited authority to prevent withdrawal of applications for registration after 
denial proceedings have begun. 

The resolution adopted by the house of delegates puts the association on 
record against any attempt now or in the future to expand the authority of the 
Commission to prevent withdrawals under any of these three acts. Of equal im- 
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portance is the fact that the resolution proposes that all three acts be amended 
to establish standards which will tend to insure that the Commission acts fairly 
whenever it seeks to bar withdrawal of a registration statement or application 
for registration. 

The association’s resolution supports the principles announced by the Supreme 
Court of the United States in 1936 in the leading case of Jones v. Securities and 
Exchange Commission, 298 U.S. 1. The controlling doctrine declared by the ma- 
jority opinion in that case is as follows (22) : 

“The question under the regulation’ is whether due regard to the public 
interest and the protection of investors requires that the withdrawal be denied, 
The test is the absence or presence of prejudice to the public or investors; and, 
plainly enough, under the decisions of this Court, the doctrine that a dismissa] 
must be granted if no prejudice be shown beyond the prospect of another suit, 
unless there be a specific rule of Court to the contrary, is applicable, and the 
withdrawal should have been allowed as of course.” [Court’s italics.] 

In the Jones case no securities had been sold, the registration statement had 
not become effective, and “there were no investors, existing or potential to be 
affected.”’ The Court concluded (23) : 

“Under these circumstances, the right of the registrant to withdraw his appli- 
cation would seem to be as absolute as the right of any person to withdraw an 
ungranted application for any other form of privilege in respect of which he is at 
the time alone concerned.” 

Consistent with the ruling in the Jones case, the association’s resolution opposes 
the Commission’s effort to obtain unrestricted authority to prevent withdrawal 
of broker-dealer and investment adviser applications after denial proceedings 
have started. It is difficult to see how the interests of investors or the public 
generally are prejudiced in any way by the withdrawal of applications under 
these acts prior to the time they have become effective. Such applications in 
effect seek licenses to engage in certain types of activity. Until the applica- 
tions become effective, investors and the general public are not entitled to change. 
their legal position in reliance on anything contained in the applications. That 
being so, no substantial reason appears why withdrawal should not ordinarily 
be permitted. 

The Commission has argued that, if an applicant is permitted to withdraw 
after a denial proceeding is begun, the Commission may be in a position where. 
it will be unable to prove disqualification later should the applicant apply again, 
It is seriously questioned whether the Commission should be given power to bar 
withdrawal simply so that it can put itself in a better position to deny an appli- 
eation which may or may not be filed at some future date. The Supreme Court 
rejected just such an argument with respect to the registration statement involved 
in the Jones case. (See 298 U.S. at 22.) 

While the association is opposed to unbridled authority in the Commission to 
lock in an applicant for registration, its resolution recognizes that there may 
be instances under each of the three acts where a restriction on withdrawal is 
justified. However, the resolution reflects concern that the Commission should 
follow a procedure which will be fair and equitable and will provide, in an 
appropriate case, an opportunity to seek court review of the Commission’s action.. 
Accordingly, the resolution urges amendments of the three acts to provide, with 
respect to a registration statement or application for registration which has not 
become effective— 

(a) an unlimited right of withdrawal before the Commission has given 
notice that it has begun proceedings looking toward denial or suspension 
of effectiveness ; 

(b) a right of withdrawal after such notice unless the Commission, 
promptly after an application for withdrawal is filed, issues an order pro- 
hibiting withdrawal which contains or is accompanied by findings in support 
of a determination that withdrawal would be contrary to the public interest 
or the protection of investors. 

Paragraph (@) does no more than state the existing situation under the. 
Securities Exchange Act and the Investment Advisers Act. In other words, 
under these acts, even as they are proposed to be amended, an applicant will’ 
have complete freedom to withdraw his application any time before the Com-. 


1 Commission rule governing withdrawal of a registration statement (now rule 477). 
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mission institutes denial proceedings. The association considers that a similar 
right should be recognized under the Securities Act of 1933. That is to say, 
in the preeffective period where the Commission has not issued a notice of an 
examination or proceeding under section 8 of that act looking toward refusal 
or suspension of effectiveness of the registration statement, the registrant should 
have an unlimited right to withdraw the registration statement. Before the 
registration statement is effective, before any securities are sold under it, and 
before the Commission has begun a section 8 examination or proceeding, the 
registration statement is in such preliminary and tentative status that the 
interest of the registrant in withdrawing it should be given precedure over any 
potential interest of investors or the public in compelling registrant to remain 
subject to Commission jurisdiction. Recognition of this principle by the pro- 
posed amendment of the Securities Act of 1933 will make the approach under 
that act and the other two acts consistent. 

The association’s resolution then deals with the situation where the Commis- 
sion has duly initiated proceedings looking toward denial or suspension of 
effectiveness under any one of the acts. In this situation, as noted, the resolu- 
tion would have the acts amended to recognize a right of withdrawal unless 
the Commission promptly after an application to withdraw is filed, issues an 
order barring withdrawal which order must contain or be accompanied by find- 
ings in support of a determination that withdrawal would be contrary to the 
interest of investors or the public. 

The reference in the resolution to the prompt issuance of an order by the 
Commission is important. An applicant who seeks to withdraw should not be 
subjected, for an indefinite and lengthy period, to uncertainty as to whether 
or not the Commission is going to permit him to withdraw. Keeping the ap- 
plicant subject to the Commission’s jurisdiction in such a manner is unfair and 
oppressive. In those cases where the Commission feels it is justified in refusing 
withdrawal it should be able to set forth promptly the basis of its position. Re 
quiring the Commission so to state its position should provide some protection 
against arbitrary action and afford the registrant or applicant a basis for deter- 
mining whether to seek court review. 

In this connection it should be noted that the issues involved in determining 
whether to permit or deny withdrawal are not necessarily the same as those 
which would be involved in determining whether or not the registration state- 
ment or application for registration, as the case may be, should be permitted 
to become effective. The basic consideration in passing on a withdrawal ap- 
plication should be whether permitting it will be injurious to investors or the 
public not whether the registration statement or application for registration has 
deficiencies which the Commission considers would require denial of effec- 
tiveness. 

As this committee knows, the Commission is very much concerned about its 
heavy and mounting workload. For this additional reason, we seriously ques- 
tion whether the energies of its staff should be devoted to ferreting out inade- 
quancies in registration statements or applications which the parties want to 
withdraw and in which the public is likely to have a limited interest, if any. 
We believe the public interest would best be served by concentrating the staff’s 
energies on reviewing registration statements covering issues that are going to 
the market and applications of persons who intend to operate as registered 
broker-dealers and investment advisers. 

It should be emphasized that resolution No. 1 and this statement express 
neither agreement nor disagreement with decisions by the courts and the Com- 
mission since the Jones case is passing on particular withdrawal applications. 
The resolution is concerned rather with establishing statutory standards to make 
clear for the future that the Commission is to act promptly on withdrawal ap- 
plications and to focus attention on whether it is plainly necessary for the pro- 
tection of investors or the public to prevent those who wish to withdraw ap 
plications from doing so. 

There is one area, however, in which the resolution would limit the con- 
sequences of indiscriminate application of certain reasoning appearing in a 
recent court decision and subsequent opinions of the Commission. In Columbia 
General Investment Corporation v. SEC decided April 6, 1959, by the Court of 
Appeals for the Fifth Circuit, the court affirmed an order to the Commission 
barring withdrawal of a Securities Act registration statement before it became 
effective and before any offer or sale of securities of the issue involved, where 
the registrant company already had a substantial number of shares of the same 
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class of securities outstanding in the hands of the public. The existence of such 
outstanding securities was considered by the Commission a sufficient basis for 
distinction from the Jones case (and one recognized in previous court decisions), 
In affirming, however, the Fifth Circuit attached additional significance to the 
fact that in 1954, after the Jones case, Congress amended the Securities Act to 
recognize the right to make offers to sell (but not sales of) securities during 
the waiting period before effectiveness. The court accepted the Commission’s 
arguments that congressional recognition of such right to offer after filing but 
before effectiveness of the registration statement was another reason for refus. 
ing to permit withdrawal. The court also noted that withdrawal would not ac- 
complish all that a stop-order would accomplish in that under rule 252(c) of 
regulation A, adopted after the Jones case, issuance of a stop-order would make 
unavailable to the company for 5 years the exemptions from registration for 
offerings of securities not exceeding $300,000. 

Shortly after the Columbia General decision the Commission applied the rea- 
soning based on the 1954 amendment to prevent withdrawal of a registration 
statement before effectiveness, before any offers had been made, and where 
the company had outstanding no securities of the same class, see Jn The Matter 
of Comico Corporation, Sec. Act. Rel. No. 4050 (Apr. 27, 1959), Commissioner 
Sargent dissenting. The Commission’s opinion concludes that (6-7) the “vest- 
ing in Comico of a statutory right to offer to sell and solicit offers to buy the 
securities covered by the registration statement distinguishes this case from 
the Jones case,” and that it was “immaterial to the question of Comico’s right 
to withdraw that it assertedly did not avail itself of the right to offer to sel] 
the securities after filing the registration statement.” To the same effect, see 
The Surinam Corporation, Sec. Act Rel. No. 4051 (Apr. 28, 1959). 

Again, it is not the purpose of this statement to consider whether the Com- 
mission was justified on all the facts in the Columbia General, Comico, and 
Surinam cases in denying withdrawal. But resolution No. 1 is plainly opposed 
to the tendency apparent in these decisions to conclude that the 1954 amend- 
ment, without more, justifies the Commission in preventing withdrawal of any 
registration statement once it has been filed. It has not been shown that 
Congress in recognizing the right to make offers during the waiting period 
intended as a consequence to give the Commission unlimited power to prevent 
withdrawal of registration statements no matter what the particular fact situa- 
tion might be. While the 1954 amendment eliminated the troublesome problem 
of distinguishing between permissible dissemination of information and actual 
offering activity, it preserved the basic prohibition that the registrant may not 
induce an investor to enter into a contract of sale before the effective date. 
That being so, the association, notwithstanding the 1954 amendment, has adopted 
its position that prior to the initiation by the Commission of any examination 
or proceedings looking toward an order denying effectiveness, the registrant 
should have an unqualified right to withdraw the registration statement, pro- 
vided there have been no sales. Once an examination or proceeding is begun, 
the Commission should nevertheless, upon the filing of an application for with- 
drawal, be required promptly to indicate wherein withdrawal would in fact be 
contrary to the interests of the public and investors rather than to rely merely 
on the fact that the Securities Act recognizes a right to make offers during the 
waiting period. Similarly, the Commission should not be permitted to rely 
on the “bootstrap” argument that withdrawal should be denied so that it can 
enter a stop-order which will among other things have the punitive effect of 
making unavailable to the issuer for 5 years the benefit of the provisions of 
regulation A for small offerings. 

Attached to this statement is the text of proposed amendments to the three 
acts in question which would carry into effect resolution No. 1 adopted by the 
association. 

RESOLUTION NO. 2 


The second resolution has to do with the power of the Commission to post- 
pone, without prior notice or hearing, the effective date of a registration state- 
ment filed under the Securities Act of 1933. Under section 8(b) of that act, if it 
appears to the Commission that a registration statement is on its face materially 
incomplete or inaccurate, the Commission may, after giving notice within 10 
days after the statement is filed and opportunity for hearing within 10 days 
after the notice, issue an order before the effective date refusing to permit the 
statement to become effective until amended in accordance with the order. Bills 
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introduced in the 85th Congress to amend section 8(b) would have permitted 
the Commission, prior to the effective date, to issue an ex parte order (a) post- 
poning the effective date pending a hearing, and (b) providing for a hearing 
within 15 days from the date of such order. The association resolution objects 
in principle to such extension of the Commission’s power to act without notice 
and hearing. 

In its current legislative program, the Commission has dropped the proposed 
amendment of section 8(b). However, it has retained a somewhat similar pro- 
posal to amend the Trust Indenture Act of 1939 (“1939 act”), a proposal to 
which resolution No. 2 is also opposed. Under section 305(b) of the 1939 act, 
the Commission may, within the time periods for notice and hearing specified in 
section 8(b) of the 1933 act, refuse to permit a registration statement covering 
debt securities to become effective if it finds that (1) the security is not to be 
issued under an indenture (and should be), (2) the indenture does not conform 
to the requirements of specified sections of the 1939 act, or (3) the person 
designated as trustee is ineligible to act or has a conflicting interest. The present 
bills (S. 1180 and H.R. 5002) would amend section 305(b) of the 1939 act to 
authorize the Commission, any time before the effective date of a registration 
statement for debt securities filed under the 1933 act, to issue a notice of hear- 
ing, to be held within 15 days after the notice, on whether to refuse effectiveness 
for failure to meet the conditions of the 1939 act just noted. Unlike the pred- 
ecessor bills to amend the 1939 act, the present bills do not explicitly authorize 
the Commission to postpone effectiveness pending the hearing, but the practical 
effect of issuance of the notice would be such postponement since an offering 
could not proceed successfully under such circumstances. 

The Commission has not demonstrated the need for or desirability of the pro- 
posed expansion of its authority under the 1939 act. It has not shown that 
the problems encountered in determining whether a refusal order is required 
under section 305(b) are more difficult than those presented under section 8(b) 
of the 1933 act. Whether the security is one for which a qualified indenture 
is required is obviously capable of ready determination. To determine whether 
the indenture conforms to the requirements of the specified sections of the 1939 
act simply requires checking its provisions against the language specified in 
the act. Similarly, it should be possible from the materials required to be filed 
with the Commission by the registrant and the trustee readily to determine 
whether questions concerning the trustee’s eligibility or conflicts of interest 
are presented. Further, it seens highly likely that where the Commission raises 
a substantial question on any of these points the registering company will volun- 
tarily delay effectiveness until the issue is resolved. 

The association opposes what appears to be an unnecessary extension of the 
Commission’s authority and an encouragement to delay in determining issues 
which Congress has indicated in the 1939 act it wants promptly considered. The 
registrant proposing to issue debt securities under a 1939 act indenture should 
be under no greater handicap in making a timely offering of such securities 
than the issuer of other securities registered under the Securities Act of 1933. 

I think the committee for its courtesy in permitting this statement to be sub- 
mitted for its consideration. 


PROPOSED AMENDMENTS TO CARRY OUT RESOLUTION NO. 1 ADOPTED AT 1959 MIDYEAR 
MEETING OF HOUSE OF DELEGATES OF AMERICAN BAR ASSOCIATION WITH RESPECT 
TO LEGISLATIVE PROPOSALS OF SECURITIES AND EXCHANGE COMMISSION 


(1) Amend section 6(c) of the Securities Act of 1983, as amended (15 U.S.C. 
§ 77f(c)), by adding at the end thereof a paragraph substantially as follows: 

“Provided, No sale has been made, a registration statement or any amendment 
or exhibit thereto which has not become effective under section 8 may be with- 
drawn upon application (1) at any time before the Commission has issued 
notice of an examination or proceeding pursuant to section 8, and (2) after 
issuance of such notice unless the Commission, within fifteen days after an ap- 
plication for withdrawal is filed, determines that withdrawal would be con- 
trary to the public interest or the protection of investors and issues an order 
prohibiting withdrawal which contains or is accompanied by findings in sup- 
port of such determination. If a registration statement or any amendment 
or exhibit thereto has become effective, the Commission upon application may 
permit withdrawal of such statement, amendment, or exhibit if the Commission 
finds that such withdrawal is consistent with the public interest and the pro- 
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tection of investors. Every application for withdrawal under this section shall 
be in such form as the Commission may by rules or regulations require as 
being necessary or appropriate in the public interest or for the protection of 
investors.” 

(2) Amend section 15(b) of the Securities Exchange Act of 1934, as amended 
(15 U.S.C. § 780(b)), by inserting after the first paragraph thereof a paragraph 
substantially as follows: 

“An application for registration under this section may be withdrawn upon 
application at any time before such registration becomes effective unless the 
Commission, within fifteen days after an application for withdrawal is filed, 
determines that withdrawal would be contrary to the public interest or the pro- 
tection of investors and issues an order prohibiting withdrawal which contains 
or is accompanied by findings in support of such determination. The applica- 
tion for withdrawal shall be in such form as the Commission may by rules or 
regulations require as being necessary or appropriate in the public interest or 
for the protection of investors.” 

(3) Amend section 203 of the Investment Advisers Act of 1940, as amended 
(15 U.S.C. § 80b-3) by relettering subsections (d), (e), (f), and (g) as (e), (f), 
(g), and (h) and inserting a new subsection (d) substantially as follows: 

“(d) An application for registration under this section may be withdrawn 
upon application at any time before such registration becomes effective unless 
the Commission, within fifteen days after an application for withdrawal is filed, 
determines that withdrawal would be contrary to the public interest or the pro- 
tection of investors and issues an order prohibiting withdrawal which contains 
or is accompanied by findings in support of such determination. The applica- 
tion for withdrawal shall be in such form as the Commission may by rules or 
regulations require as being necessary or appropriate in the public interest or 
for the protection of investors.” 


AMERICAN Bar ASSOCIATION REPORT OF THE SECTION OF ADMINISTRATIVE 
LAw WITH RESPECT TO LEGISLATIVE PROGRAM OF THE SECURITIES AND 
ExcHANGE COMMISSION 


RESOLUTION ADOPTED BY THE HOUSE OF DELEGATES AT THE 1959 MIDYEAR 
MEETING 


1 


Whereas the American Bar Association supports the principle recognized 
by the Supreme Court of the United States in Jones v. Securities and Exchange 
Commission, 298 U.S. 1 (1936) that an applicant before an administrative 
agency should be permitted to withdraw his application unless it clearly appears 
that the interests of others will be injured thereby ; and 

Whereas the association considers that whenever an agency proposes to pro- 
hibit or restrain such a withdrawal it should promptly issue a formal statement 
in writing of its reasons for believing withdrawal to be contrary to the public 
interest : Now therefore 

This association authorizes and directs the section of administrative law 
by all necessary and appropriate means, including appearance before committees 
of Congress : 

(1) to oppose legislation which would grant the Securities and Exchange 
Commission substantially unrestricted authority to prohibit withdrawal 
of a registration statement filed under the Securities Act of 1933 and to 
prohibit withdrawal of applications for registration as a broker-dealer or 
investment adviser, respectively, under the Securities Exchange Act of 
1934 and the Investment Advisers Act of 1940 after the Commission has 
instituted proceedings to deny such applications and, in particular, to op- 
pose H.R. 9326, 9327, and 9330, and S. 2544, 2545, and 2546, 85th Congress, 
1st session, and any successors thereto, insofar as they would grant the 
Commission such authority; 

(2) to support amendments of the above acts which will provide, with 
respect to a registration statement or application for registration which 
has not become effective, (a) an unlimited right or withdrawal before the 
Commission has given notice that it has begun proceedings looking toward 
denial or suspension of effectiveness, (b) a right of withdrawal after such 
notice unless the Commission, promptly after an application for withdrawal 
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is filed, issues an order prohibiting withdrawal which contains or is ac- 
companied by findings in support of a determination that withdrawal would 
be contrary to the public interest or the protection of investors. 


2 


Whereas two bills introduced in the 85th Congress, 1st session, S. 2544 and 
H.R. 9326, would amend section 8(b) of the Securities Act of 1933 to grant the 
Securities and Exchange Commission authority without prior notice or hearing 
to postpone the effective date of registration statements filed under the Securities 
Act of 1933 and two further bills, S. 2347 and H.R. 9328, would amend the Trust 
Indenture Act of 1939 to give the Commission similar authority under that act: 
Now therefore 

This association records its opposition to such amendments and authorizes 
and directs the section of administrative law to take necessary and appropriate 
action, including appearance before committees of Congress, to oppose such bills 
and any successors thereto insofar as they would grant the Commission such 
authority. 

REPORT OF THE SECTION UPON THE ABOVE MATTERS 


Resolution No. 1—Power of the Securities and Exchange Commission to prohibit 
withdrawing an application 

The Securities Act of 19383 (15 U.S.C. sec. 77a) (1933 act) prescribes the 
procedure for filing registration statements covering securities, and the Securities 
Exchange Act of 19384 (15 U.S.C. sec. 78a) (1934 act) and the Investment 
Advisers Act of 1940 (15 U.S.C. sec. 80b-1) (1940 act) govern the filing of 
applications for registration as a broker-dealer and an investment adviser, 
respectively. Except as otherwise provided in such acts, the effective date of 
a registration statement filed under the 1933 act is the 20th day after filing and 
the effective date of applications for registration under the 1934 and 1940 acts 
is the 30th day after filing. None of these acts, however, contains provisions 
governing the withdrawal of applications before they become effective. 

Bills were introduced in the ist session of the 85th Congress to grant the 
Securities and Exchange Commission essentially unlimited authority to prevent 
the withdrawal of registration statements filed under the 1933 act and to prevent 
withdrawal of applications for registration filed under the other two acts where 
the Commission has begun proceedings to deny such applications. 

The question of when applications filed with agencies such as the Securities 
and Exchange Commission may be withdrawn sometimes presents problems of 
competing interests of the applicant and the public. Once a registration state- 
ment or application has become effective, the probability is much greater that 
interests of investors or the general public will have intervened, which would 
make it inappropriate to permit unconditional withdrawal. When a registration 
statement under the Securities Act of 1933 or applications under the other acts 
have not become effective, however, withdrawal should be permitted unless it is 
clear that injury to investors or to the public will result. The above resolution 
supports the controlling doctrine of the leading case of Jones v. Securities and 
Exchange Commission, 298 U.S. 1 (1936) and opposes the bills supported by the 
Commission which would repeal the rule of the Jones case. 

The Commission’s proposed amendments to the 1934 and 1940 acts would 
give it unlimited authority to prevent withdrawal of applications for regis- 
tration as a broker-dealer or investment adviser once denial proceedings have 
begun. While such applications are matters of public record, they do not 
concern the investing public until they become effective and it is difficult 
to see any element of justifiable public reliance which would warrant the un- 
limited authority sought by the Commission. The Commission does not need 
such absolute authority in order to protect the interests of investors. 

The above resolution also proposes amendment of the three acts to include 
provisions establishing standards governing withdrawals of a _ registration 
statement or application for registration. Such an amendment of the 1933 
act would recognize that normally a registrant should be free to withdraw a 
registration statement before effectiveness. It would provide an unlimited right 
to withdraw before the Commission has issued a notice of proceedings under 
section 8 looking toward denial or suspension of effectiveness, and a right of 
withdrawal after such notice unless the Commission, promptly after an applica- 
tion for withdrawal is filed, issues an order prohibiting withdrawal accompanied 
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by findings that withdrawal would be contrary to the public interest or the 
protection of investors. 

A registration statement, before it becomes effective and before the sale 
of any securities thereunder, is in such a preliminary and tentative status 
that the interest of the registrant in withdrawing it should normally be 
given precedence over any potential interests of investors or the public in com- 
pelling registrant to remain subject to Commission jurisdiction. The legislation 
supported by the section would recognize authority in the Commission, in ap- 
propriate cases, to restrain withdrawal where it is sought after an examination 
or proceeding under section 8 has begun, However, the Commission would be 
required to set forth in findings its reasons for considering that the interests of 
investors or the public would be prejudiced by withdrawal. The requirement 
that the Commission state its position would provide protection against arbitrary 
action and afford the registrant a basis for determining whether to seek court 
review. 

The section considers that the 1934 and 1940 acts (as well as the 1933 act) 
should include a provision establishing standards governing withdrawal of 
applications for registration. Accordingly, the above resolution calls for legis- 
lation requiring the Commission promptly to issue findings stating its reasons 
for denying an application for withdrawal of a registration application filed 
under such acts. 

Nore.—On January 15, 1959, bills containing the Commission’s revised legis- 
lative program were introduced in the House of Representatives by Congresgs- 
man Harris. H.R. 2488, the bill to amend the 1933 act, omits the previous 
proposal to give the Commission virtually unlimited authority to prevent with- 
drawal of a registration statement. H.R. 2480 and 2482, the bills to amend the 
1934 and 1940 acts, retain the prior proposals to prohibit withdrawals of 
applications for registration as a broker-dealer and investment adviser, respec- 
tively, except upon the consent of the Commission, if the withdrawal applica- 
tion is filed after a denial proceeding has begun. None of the three bills con- 
tains a provision comparable to that supported by the section which would re- 
quire the Commission, whenever it proposes to bar withdrawal, to do so by 
an order issued promptly which contains or is accompanied by findings to sup- 
port its determination that withdrawal would be contrary to the public interest 
or the protection of investors. 

The omission of the 1983 act withdrawal proposal does not necessarily reflect 
a change in Commission attitude. In recent years the Commission has ad- 
vanced various grounds for distinguishing the Jones case as applied to pre- 
effective registration statements, and it may well have concluded that it can sub- 
stantially achieve its objective by such means rather than seeking legislative 
change at this time. 


Resolution No. 2—Power of Securities and Barchange Commission to postpone 
effective date of registration statement without notice or hearing 


The section objects in principle to extension of the Commission’s power to 
act without notice and opportunity for hearing. Under section 8(b) of the 
1933 act, if it appears to the Commission that a registration statement is on its 
face materially incomplete or inaccurate, the Commission may after giving 
notice within 10 days after the statement is filed and opportunity for hearing 
within 10 days after the notice, issue an order before the effective date refusing 
to permit the statement to become effective until amended in accordance with 
the order. The proposed amendment to section 8(b) of the 1933 act would 
permit the Commission, prior to the effective date, to issue an ex parte order 
(a) postponing the effective date pending a hearing, and (b) giving the regis- 
trant an opportunity for a hearing within 15 days from the date of such order. 

Under this amendment the Commission could wait until one day before a regis- 
tration statement was to become effective, then issue an ex parte order delaying 
effectiveness. Since the timing of an offering is often of vital importance to its 
success, such unlimited authority to postpone the effective date without prior no- 
tice would give the Commission substantially the power to determine whether or 
not the issue will reach the market and would give it a powerful weapon with 
which to compel changes in the registration statement not clearly required by the 
act. It is also feared that the existence of such ex parte authority might encour- 
age the Commission staff in some cases to seek to bring about Commission post- 
ponement rather than complete a letter of comment in time to enable the regis 
trant to meet objections and complete the registration. 





CO} 


pa 


are 





he 


le 





SECURITIES ACTS AMENDMENTS, 1959 209 


The proposed amendment of section 305(b) of the Trust Indenture Act. of 
1939 (1939 act) would make it conform to the proposed amendment of section 
8(b) of the 1933 act. This proposed amendment is especially objectionable in 
that it would apparently permit the Commission to issue a separate ex parte order 
to postpone effectiveness indefinitely. Unlike the proposed amendment to the 
1933 act, this amendment would not require that the postponement order also set 
a date for hearing within a specified time. The Commission could issue a sus- 
pension order at any time before effectiveness and, at such later time as it 
chose, issue an order for hearing on the question of refusal. Meanwhile, the 
security issue would be held up by ex parte action until after a Commission 
decision following hearings on refusal, 

It is the conclusion of the section that the Commission should not have author- 
ity to postpone effectiveness of registration statements by ex parte action beyond 
that which it already has in initiating stop order proceedings, and the accom- 
panying resolution was adopted to authorize opposition to the proposed changes 
in section 8(b) of the 1933 act and section 305(b) of the 1939 act. 

Note.—H.R. 2488; the current bill to amend the 1933 act, omits the formerly 
proposed amendment of section 8(b). H.R. 2483, the bill to amend the 1939 
act, retains the prior proposed amendment of that act insofar as it authorizes 
the Commission anytime prior to the effective date to issue a notice of hearing 
to be held within 15 days thereafter on whether to refuse effectiveness. It 
omits the earlier provision which would have authorized the Commission by 
a separate order to postpone effectiveness. However, the practical effect of 
issuance of the notice of hearing would be to hold up effectiveness pending the 
refusal order proceeding. 

Mr. Mack. You may proceed. 

Mr. Netson. Mr. Chairman and members of the committee, my 
name is C. Roger Nelson, attorney with offices in the District of 
Columbia. I appear here on behalf of the American Bar Association 
in support of two resolutions which were adopted by the house of 
delegates of the association at its midyear meeting in Chicago last 
February. wa 

These two resolutions had thorough consideration by the securities 
committee of the administrative law section, and I am currently 
chairman of the committee, were approved by that committee, and by 
the administrative law section itself, and by action of the house of 
delegates without any opposition being registered. __ 

The association has not undertaken to review or indicate its posi- 
tion on the bulk of the Commission’s legislative program. It has 
concerned itself only with the matters which are covered by these 
resolutions, which the association considered raise important questions 
of fairness in administrative procedure. 

Mr. Chairman, I believe that we have furnished the staff of the 
committee copies of the resolutions, but it might be well to offer a 
copy at this point for incorporation in the record. 

r. Mack. As a matter of fact, are these resolutions not printed as 
part of your statement ? 

Mr. Netson. No, sir; they are not, Mr. Chairman. The resolutions 
are summarized in the statement. 

Mr. Mack. This is just a summary of your resolution which you are 
going to summarize now ¢ 

Mr. Netson. It is a summary of our statement in support of the 
resolutions. 

Mr. Mack. We will receive the resolutions for the record and they 
will be included following your statement. 

Mr. Netson. I have copies of those resolutions for members of the 
committee. 
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Mr. Mack. As I understand it now, these resolutions concern the 
legislation which we have before us today; is that correct ? 

Mr. Netson. Yes, Mr. Chairman. 

I might say that when the resolutions were under consideration 
there were pending in the 85th Congress bills sponsored by the Com- 
mission which would have amended the Securities Act of 1933 to give 
the Commission virtually unlimited authority to prevent the with- 
drawal of the registration statement. In its revised legislative pro- 
gram, H.R. 5001, the Commission has dropped that provision of the 
1933 act, 

However, the association considers that, nevertheless, there is a need 
for establishing statutorily the procedures which are to be followed 
by the Commission in dealing with the withdrawal registration state- 
ment. 

Mr. Mack. Evidently their legislative program was amended con- 
siderably between the last Congress and this one. 

Mr. Netson. That is correct. 

Mr. Mack. As a matter of fact, I understand that they had two 
legislative — since the first of January and that the House in 
particular had two substitute bills which indicated a change in their 
thinking since the first of January. 

Mr. Netson. That is right. 

Let me say that resolution No, 1 of the association deals with this 
general problem: A company comes in to register an issue of securities 
and decides for any one of a number of reasons that it wants to with- 
draw that registration statement and not pursue it, and it wants to do 
that before the effective date, which woul: normally be within 20 days 
after the statement is filed or after an amendment is filed. 

The question then is, may the company withdraw such a statement 
or what the conditions are to be imposed with respect to its with- 
drawal. 

Similarly, under the Securities Exchange Act of 1934, and the In- 


vestment Advisors Act of 1940, you have the question presented, sup- . 


pose someone comes in to apply for registration as a broker-dealer or as 
an investment advisor, and a wants to withdraw that application 
for any one of a number of reasons. Again, what rules are to apply 
with respect to such withdrawal ? 

May the Commission prohibit such withdrawal ? 

If so, under what conditions? 

The basic principles which the association’s resolution are founded 
on were stated by the Supreme Court of the United States in the case 
of Jones against the Commission, decided back in 1936. 

I have summarized the important portions of that opinion on page 
4 of the prepared statement. I won’t undertake to read it at this 
time. I will simply say that the case stands for the proposition, 
dealing now with the Securities Act, that where a registration state- 
ment has been filed and it has not become effective and no securities 
have been sold, and there is no evidence that withdrawal will adverse- 
ly affect investments or the public, then the registering company 1s 
entitled to withdraw the statement. 

As I say, the Commission withdrew on its proposal to amend 
the 1933 act so as to give it virtually unlimited authority to prevent 
such a withdrawal, but under the Securities Exchange Act and the 
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Investment Advisers Act it retained in its current program the pro- 
visions which would have the effect that once the Commission has 
initiated proceedings to deny registration, then you cannot withdraw 
without consent of the Commission, and the bills as drafted establish 
no standards for the exercise of the Commission’s discretion in this 

It is simply if the Commission does not give it its consent 
to withdraw, you can’t withdraw and that is it. 

This seems to us to present a fundamental question of fairness in 
administrative procedures. In our view, whenever an applicant for 
registration under the 1933 act, or the 1934 act, or the Investment 
Advisers Act seeks to withdraw an application, he is entitled to have 
a prompt Commission determination of that matter in the form of 
an order accompanied by a statement of the Commission’s reasons 
why it thinks it would be prejudicial to the interest of investors or the 
public to allow such withdrawal. So the resolution which the asso- 
ciation adopted asks the committee and the Congress to approve 
amendments of these acts which would provide substantially as fol- 
lows, and this is summarized on page 6 of our prepared statement. 

In a situation before the Commission has taken any action on an 
application or a registration statement, we consider that the appli- 
cant ought to have a complete right to withdraw his statement, an 
unconditional right, and the fact of the matter is that this is the case 
now with respect to broker-dealer applications and investment ad- 
viser applications, and this was explicitly recognized by the Com- 
mission in its testimony before the Senate Securities Subcommittee, 
so that in that respect this would simply be codifying as a matter 
of statute what the Commission says it now does as a matter of 
practice. 

We would also effect that our proposals would be to have the same 
rule apply with respect to registration statements under the 193 Act. 
In other words, if the Commission has not moved, if it has not taken 
any action, with respect to the statement we suggest that it is in such 
a preliminary and tentative status that you ought to have a right to 
withdraw. 

Mr. Mack. That is if neither party has taken any action; is that 
correct ? 

Mr. Netson. Well, no other action, other than the filing of the 
statement on the part of the applicant or the registrant, but if the 
Commission—the statement being on file—has taken no action in the 
way of noticing a proceeding, to deny effectiveness or to refuse effec- 
tiveness, then we say in that situation, it ought to be unrestricted by 
withdrawal. 

Mr. Mack. Well, counsel here has also mentioned that if the regis- 
trant has not offered any securities, and I thought that is what my 
question covered. 

Mr. Netson. Yes. Certainly. 

Mr. Mack. Is that correct ? 

Mr. Netson. That is implicit in what we are saying, that the 
a a, has not sold any securities. 

r. Mack. Offered for sale. 

Mr. Nexson. Our proposal would not prevent withdrawal because 
of offering activity, the reason being that in that situation, no rights 
have been prejudiced. 
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Mr. Mack. Iam glad you called that to my attention. I intended to 
cover that area. 

Mr. Netson. Under the 1954 amendments to the act, it is permissible 
to offer securities during the so-called waiting period before effective. 
ness; but it is not permissible to make sales. The result is that no 
rights of the public have been prejudiced, can be prejudiced, during 
the waiting period, if there is a withdrawal before sale, because no 
member of the investment public can have altered his position to his 
prejudice. 

Mr. Mack. Well of course, this business of offering, I think, is q 
rather important one and it certainly could have caused people to make 
some definite plans. That is the purpose of offering as far as firms and 
as far as the individual is concerned. 

Mr. Nxxson. Of course, the 1954 amendments, as I understand it, 
were designed to eliminate the trouble, as to what was dissemination 
of information and what was offered activity, but we had not sup- 
posed that the Congress intended to have it carrying the implications 
with respect to this subject of withdrawal. If in fact, the public has 
not entered into—if an investor has not made a purchase of a security, 
it is difficult to see how you are substantially prejudiced by permitting 
withdrawal during the waiting period. 

However, I appreciate there may be a little difference of opinion on 
that question but the important thing is that we feel that the basic 
test ought to be whether or not withdrawal would result in prejudice 
to the public. 

Now, it may be—I aneoret there is room for a difference of view 
as to whether or not offering activity would constitute prejudice. 

Mr. Drncett. Isn’t it a fact that Soskeatt and security dealers, and 
so forth, would alter their position in reliance on this offering. They 
might be adversely affected if you were to change the law, insofar as 
they are concerned, because they may very well, as soon as the offer 
is made, make some very substantial changes, in bonding houses, se- 
curity brokers, and so forth. 

Mr. Netson. Congressman Dingell, I think any such undertaking 
would necessarily be subject to the condition that the registration 
statement becomes effective. In other words, I cannot imagine that 
anyone would commit himself to be bound, other than on the condi- 
tion that the registration statement become effective so the securities 
could be sold. 

Mr. Drneetx. In other words, you are saying that investment 
bankers, bonding houses, brokers, and so forth, will not alter their 
condition in reliance on the statement ? 

Mr. Netson. The mere fact of the offer; I would think their legal 
position would not be altered except on condition of the effectiveness. 

Mr. Kerrn. Mr. Chairman. 

Mr. Mack. Mr. Keith. 

Mr. Kerrn. Isn’t the type of offering that you refer to a little dif- 
erent than the usual type of offering that we are familiar with in busi- 
ness law ? 

Mr. Netson. Yes, sir. 

Mr. Kerrn. You make an offer in business law. It can be accepted 
ordinarily quite promptly but your offer is more or less contingent 
upon many other factors. 
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Mr. Netson. It cannot be accepted until the registration takes 
effect. 

Mr. Kerru. So it isa qualified offer? 

Mr. Netson. That is correct. 

Mr. Kerrn. Thank you. 

Mr. Mack. You may proceed, I am sorry we interrupted you. Did 
you want to complete your statement, or have you completed it? 

Mr. Netson. No. I have something further. 

I want to quote this now, Mr. Chairman, on the situation after the 
Commission has initiated proceedings to deny effectivenetss to regis- 
tration statement under the 1933 act, or to detny registration as a 
broker dealer or as an investment adviser. 

Now, in that situation, we recognize that the Commission, havin 
found reasons for initiating such proceedings, that there may we 
be cause for preventing withdrawal of the registration statement, 
and our proposal would not curb the Commission’s authority in that 
respect. All we are concerned with in this area is the surety that the 
Commission gives to applicants a fair procedure and accordingly, the 
Association’s resolution and the amendments, which have been sub- 
mitted to effectuate it, would require that in such a situation, the 
Commission promptly issue an onde denying the application, accom- 
panied by findings in which it sets forth its reasons for considering 
that denying effectiveness would be contrary to the interest of the 
investors or the interest of the public. 

And it seems to us that that is simply a conformity of elementary 
principles of administrative procedure. This would be in the nature 
of a judicatory order, denying the withdrawal application and it 
ought to be—the Commission, if it feels that there are grounds for 
preventing withdrawal, should be able to set forth its reasons 
promptly. In the situation as it now obtains, for application for 
registration where an application for withdrawal is filed, the Com- 
mission issues no order. It simply, as I understand it, enters a minute 
entry on its own records and withholds action on the withdrawal 
application, and proceeds with stop order proceedings, and those 
proceedings could go on and have gone on in many cases, for months; 
and then the Commission at the conclusion of those proceedings, acts 
both on the stop order issues and it disposes of the withdrawal appli- 
cation. 

Now, it seems to us that it is unfair to registrants and applicants 
to tie them up in that manner; that if the Commission believes there 
are grounds for preventing withdrawal, it ought to be able to say so 
at the outset and incorporate its findings in an order which it issues 
in response to the application. 

Mr. Chairman, this matter, of course, has been testified to before 
the Securities Committee, Subcommittee of the Senate, and certain 
testimony was offered by the Chairman of the Commission and other 
Commission representatives in response to the views of the association. 
In turn, in response to the testimony of the Commission, there was 
submitted to the Senate subcommittee yesterday, a letter expressing 
our views further. I believe it would be useful to this Committee to 
have in its record, a copy of the letter which was submitted to the 
Senate committee. I would like to offer that. 

Mr. Mack. Is this requested by the Senate committee ? 
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Mr. Netson. It was not requested. 

Mr. Mack. It isasupplemental statement ? 

Mr. Netson. It is a supplemental statement. 

Mr. Mack. It is not included in your statement ? 

Mr. Netson. It is not included in my statement. 

Mr. Mack. The Chair will be glad to receive that for the record. 

Mr. Mack. Well now, the counsel raises a question that this matter 
was in the form of rebuttal to something that is said in the Senate 
hearings. 

Mr. Netson. That is correct. 

Mr. Mack. By the Commission ? 

Mr. Netson. That is correct. 

Mr. Mack. We don’t have anything like that in our record here. 
I just wonder if the gentleman wants to withdraw this from the record 
and submit an appropriate statement, if there is something he feels 
he has not offered in his testimony. 

Mr. Netson. Well, if the chairman considers that that matter of 
procedure is important, I will not, obviously, insist upon it. 

Mr. Mack. I just want to make that statement, because it was 
called to my attention by the counsel. 

Mr. Netson. Mr. Chairman, this deals with issues which are per- 
fectly well known. 

Mr. Mack. I had inquired whether or not that was a supplemental 
statement. 

Mr. Netson. Does the chairman wish me to withdraw the letter? 

Mr. Mack. It is up to the the witness, The Chair feels it is agree- 
able to be included but I think the proper procedure would be for 
you to submit, in lieu of the letter, an appropriate statement. 

Mr. Netson. Well, the affirmative statement is contained in the 
prepared statement which has been submitted. I had supposed that 
the committee might be interested in the additional aaboretion of 
Mote contained in this letter, but if it is not, I will withdraw the 
etter. 

Mr. Mack. At the gentleman’s request, it will be withdrawn. 

Mr. Netson. Yes, sir. 

Mr. Mack. Does that conclude your statement ? 

Mr. Netson. If the Chair will indulge me for just another moment. 

Mr. Chairman, I am reminded of one point that is referred to in the 
letter, which I think is of some importance, and that is on page 5 
of the letter, paragraph 7, I refer to the fact that the Commission 
representatives in their testimony, recognized the unconditional right 
of withdrawal in the situation under the 1934 and the Investment 
Advisers Act, where the Commission had instituted no proceedings. 
It seems to us, in view of that, that it would be well to clarify our 
own proposed amendments to those acts, to make sure that there 
would not be any doubt about that right, so that I would like to have 
today’s record indicate that we would propose to amend our suggested 
changes in those two actions, in the manner set forth in paragraph 7 
of this letter, and perhaps with the chairman’s permission, it would 
be permitted that paragraph 7 of the letter be incorporated in the 
record at this point. 

Mr. Mack. Without objection, paragraph 7 of the letter will be 
incorporated in the record at this point. 
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(Paragraph 7 is as follows:) 


7. The Commission’s recognition of the unconditional right of withdrawal be- 
fore denial proceedings are begun (transcript 319, 566), suggests the desirability 
of rewording the association's proposal to amend the 1934 and Investment Ad- 
yisers Acts to reflect this right. Accordingly, it is suggested that the proposed 
amendments of such acts to carry out the association’s resolution be revised by 
substituting for the initial clause, “An application for registration under this 
section may be withdrawn upon application at any time before such registration 
becomes effective unless the Commission”, the following: “An application for 
registration under this section which has not become effective may be withdrawn 
upon application (1) at any time before the Commission has issued notice of 
a proceeding to deny registration, and (2) after issuance of such notice unless 
the Commission.” 

Mr. Netson. Mr. Chairman, the second resolution of the association 
deals with the Commission’s proposed amendment of the Trust In- 
denture Act, which would give the Commission authority to—by is- 
suance of an order in the nature of a stop order—postpone indefinitely, 
the effective date of a registration statement involving an issue of 
debt securities. Section 305(b) now deals with the problem of where 
an indenture appears not to contain provisions required by the Trust 
Indenture Act or where it appears that the trustee may not be quali- 
fied, or may have conflicts of interest, and under the present provision 
of the statute, the Commission must, in order to refuse effectiveness, 
within 10 days issue a notice of a hearing with respect to refusing 
effectiveness; and must hold a hearing within 10 days after the notice. 

Now, this proposal would permit the Commission any time, before 
the effective date, to postpone effectiveness, and to postpone it indefi- 
nitely by issuing an order in the nature of a stop order. 

In our view, the Commission has not demonstrated the need for 
this procedure; it is not seeking amendment of the comparable pro- 
vision in the Securities Act, section 8(b), and we are just not per- 
suaded that the problem is of sufficient importance here, to justify 
the amendment which the Commission proposes, which would subject 
registrants of debt securities to the possibility of an indefinite de- 
lay an effectiveness of registration statement pending Commission 
determination. 

It seems to us that Congress indicated in the original act its inten- 
tion that these matters be handled expeditiously. We are not per- 
suaded that the problems whch are presented, namely, of whether the 
wording of an indenture conforms to the language of the act, or 
whether the material filed with respect to the trustee, discloses dis- 
qualification or conflict, are so complicated that they cannot be dis- 
posed of by the Commission within the time limits now set or in any 
event, I think you would find on questioning of the Commission wit- 
nesses, that in almost all of these cases where such problems arise, 
the parties voluntarily file a so-called delaying amendment, postpon- 
ing effectiveness until the matter can be ironed out. 

Accordingly, the association resolution under “2” proposes this pro- 
posed amendment. 

That completes my statement, Mr. Chairman. 

I would be glad to answer any questions. 

Mr. Mack. Your position is you are opposed to this bill? 

Mr. Netson. Just to the proposed amendment of section 305, Mr. 
Chairman. 305(b). 

Mr. Mack. Section 3. It includes section 3 of this bill? 
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Mr. Netson. Yes. 

Mr. Mack. Now, I understand that you are—I might say, if I un- 
derstood you correctly, you are not opposed to 5001; is that correct? 

Mr. Netson. No, we are not opposed to that. We offer an amend- 
ment to the 1933 act. 

Mr. Mack. Yes. And you have suggested an amendment to carry 
out the resolution No. 1 adopted by the delegates of the American Bar 
Association ? 

Mr. Netson. Right; and we do oppose the bills to amend the Securi- 
ties Exchange Act and the Investment Advisors Act insofar as they 
would give the Commission any controlled authority to-prevent with- 
drawal after proceedings to deny registration have begun and have 
offered amendments which would establish the procedure to be fol- 
lowed in that situation. 

Mr. Mack. Mr. Dingell. 

Mr. Dincet. I was just wondering on this last point you raised, 
resolution No. 2, is it for the SEC to establish the grounds for the 
change they propose? In other words, is it for the American Bar 
Association to come forward and say there is a real good reason why 
the proposed change by the SEC should not be carried out? 

Mr. Netson. Well, Congressman Dingell, it would seem to us that 
the Commission should have the burden of justifying a proposed 
change of this nature. I mean, Congress has indicated the policy, the 
practice, that it thought ought to be followed. 

Mr. Dinceti. You would agree with the premise, that the SEC 
ought to have every reasonable power to protect the investors, would 

ou not? 
“ Mr. Netson. There is no question about that. 

Mr. Dincexx. I am wondering, can you give us any good reason why 
the SEC should not have the power they propose here in view of their 
duty to give the utmost protection to investors? 

Mr. Netson. Well, I think the basic point is this, Mr. Congressman; 
that the timing is always of critical importance. In connection with 
an offering of securities, including debt securities, underwriting ar- 
rangements are frequently closely timed and this proposal would sub- 
ject an offering to the risk that any time up to the last day before 
the effective date, the Commission could issue this order, which would 
have the effect of indefinitely postponing effectiveness until the Com- 
mission has gone through with this procedure. 

Now, the way the bill, the act reads now, section 8(b) requires the 
Commission to dispose of these matters within the specified time limits. 

Mr. Drncetx. Let me ask you this. The delay that the offer in 
securities could make, he would still have available to him under H.R. 
5002, would he not and the amendments you propose in that bill ? 

Mr. Netson. Yes; there is no question about that. 

Mr. Dtnceuy. There would be opportunity, under the law, if this 
section which you oppose would be enacted, there would still be oppor- 
tunity for more informal action by the offerer of the security than is 
offered now. Am I correct on that? 

Mr. Netson. I don’t think it would alter that situation, Congress- 


man. That procedure would still be available. I offered that as an 


additional reason to make unnecessary the change. 
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Mr. Drincett. In effect, my statement is true; they could still offer 
their delaying amendment ? ; 

Mr. Netson. There is no question about it. 

Mr. Drncett. Your statement refers to unreasonable delay action 
onthe part of the SEC on these cases. Would I be correct in drawing 
that inference? ' 

Mr. Netson. I did not suggest or intend to suggest that. What I 
intended to say was, this would give authority—the proposed change 
would give authority which could lead to undue delay. 

Mr. Dincetx. What you would be doing would be giving the SEC 
an enormously heavy power if they wanted to use it. 

Mr. Netson. That 1s correct. 

Mr. Drncetx. They already have a number of immensely powerful 
actions that they can bring to bear against offers and, let’s say, im- 
proper securities, and so forth. Isn’t that right? 

Mr. Netson. That is correct. 

Mr. Dinceti. They do not use them arbitrarily? You are not 
making an allegation about that? 

Mr. Nexson. I would not make any such broad allegation. There 
are rooms for differences of opinion in particular cases. 

Mr. Drncett. Would it be a fair statement for one to infer if the 
SEC is given the power they seek to delay indefinitely the offering 
of securities, they would only use it with the greatest of care, and 
that they would probably use other methods to require performance 
with the law, and their regulations, before they would use it? 

Mr. Netson. We would hope that would be the case, Congressman. 
I think this presents some ratlee fundamental problems of philosophy 
of government. 

Do you rely on the good will of a particular Commissioner at a par- 
ticular time to act reasonably, or do you establish the standards within 
which it must act ? 

Mr. Dincetxi. You are not saying they would use it improperly if 
they gave them the power. You are not saying they would use it in an 
unreasonable manner? I am not trying to push you; I am trying to 
get this straight. 

Mr. Nexson. Unlimited power is always dangerous. That is why 
we oppose the unlimited power which the Commission seeks in con- 
nection with withdrawals of applications for registration once they 
have been filed. 

Mr. Dincett. Thank you very much. 

Mr. Chairman, I thank you. 

Mr. Mack. Are there any further questions? 

Thank you very much. 

We have a very distinguished attorney here from Washington. I 
would like to recognize him, if he desires. Mr. Mare White. 


STATEMENT OF MARC A. WHITE, WASHINGTON, D.C. 


Mr. Wurre. Thank you, Mr. Chairman. We have a statement but 


we have no representative from our association. We will file it for 
the record. 


Mr. Mack. Very well, we will receive your statement for the record. 
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(The statement is as follows:) 


STATEMENT OF NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC., on 
House Brix 5001 


The Securities and Exchange Commission has requested legislation on five of 
the acts which it administers and, at its request, various bills have been ip. 
troduced, both in the Senate and House of Representatives. The association 
intends to appear in connection with hearings to be held on July 15, 1959, on 
H.R. 5002 which deals with the Securities and Exchange Commission’s pro. 
posed amendments to the Securities Exchange Act of 1934. 

In this statement the association will make brief comments on the proposed 
amendments to the Securities Act of 1933. Many sections of H.R. 5001 are not 
controversial and our comments will be limited to those in which the associa. 
tion is interested. 

The association has previously been in favor of section 3 of the bill which 
would raise from $300,000 to $500,000 the size of an issue that may be exempted 
under Regulation A. In connection with this proposal, the Commission also 
seeks to broaden the civil liabilities under this section by adding a new sub. 
section proposing a liability similar but not quite as extensive as that now pro. 
vided for in connection with the use of a false prospectus. 

We believe that the language of section 12(b) should be limited to misstate. 
ments and omissions in the offering circular itself rather than having the sec. 
tion apply to “any statement or document filed with the Commission in connec. 
tion with any offering * * *;” also, that the concept extending the right to re 
cover to any person who receives or is shown a copy of a statement or docu- 
ment be eliminated. 

The association has reviewed other testimony given before the Senate Bank- 
ing and Currency Committee on this particular proposal of the Commission to 
the effect that the increase of civil and criminal liabilities should help small 
business in raising capital and not necessarily deter issuers from using Regu- 
lation A. If Congress is satisfied that such would be the case, this association 
would not be opposed to this section of the bill. We merely raise the question 
as to whether the additional burden imposed on issuers might more than offset 
the evils this section is designed to correct, and thus negate the original intent 
of Congress in creating certain exemptions designed to simplify the procedure 
and reduce the cost of legitimate small businesses in raising capital. 

Section 7 of the bill would amend section 20(b) relating to injunctions in 
several respects. 

First, it would provide for an injunction when a person has engaged in viola- 
tions of the act or has failed to comply with the act, or with rules or regula- 
tions issued under the act, or with orders of the Commission made under the 
act. 

This section’s proposed amendment would authorize the courts to issue in- 
junctions in eases where the violations or noncompliance had occurred long be- 
fore. This may be read by courts as requiring some showing of the sort cus- 
tomarily required for an injunction that such things not only have happened in 
the past but are likely to recur and need to be prevented by injunctions, but 
such interpretation is by no means certain from this proposed language. In 
some courts this amendment might result in the granting of injunctions merely 
because of a past violation even though there is no need for the injunction to 
assure future compliance. 

Moreover, it is not clear to us whether the defendant can contest the validity 
of an order in a suit for injunction based on an alleged past failure to comply. 
Some orders of the Commission accomplish transitory results—like suspensions 
for a relatively brief period. Others may be accepted without contest because 
of economic pressures even though the person subject to the order is convinced 
the order is wrong and invalid. Aequiescence in the order may be less burden- 
some than contesting it at the administrative level or through the courts in a 
direct proceeding to test its validity. 

If, thereafter, it is claimed that an order of the Commission was not com- 
plied with and an injunction is sought on the basis of the past failure to comply, 
ordinarily, the defense of invalidity of the order would be met by a claim 
that the defendant had failed to exhaust his administrative remedies by failing 
to contest the validity of the order directly. 
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If the above is the case, then, consideration should be given to including in this 
section, if it should be enacted, a provision that would suspend the doctrine of 
exhaustion of administrative remedies in such cases, and permit the defendant to 
contest the validity of the order in the injunction proceeding. 

Section 10 would amend section 24 to add to the offenses subject to the criminal 
penalties specified in the section, the willful making of a material misstatement 
or omission in an application, report or document filed under the act. The 
present provision applies only to such statements made in a registration state- 
ment. This has the effect of extending both the criminal penalties, and, in- 
junctive remedies provided by the act to cover material misstatements or omis- 
sions willfully made in offering circulars or other documents filed in connection 
with an offering of securities under Regulation A or other exemptive provi- 
sions of the act, as well as in any other documents filed under this act. 

One question which is raised by this proposal is just what the Commission 
means by a “report or document.” It is suggested that if words such as these are 
used with reference to filing under Regulation A, the language be limited to the 
actual documents which are filed pursuant to that regulation. 

The comments on the sections designated above are made with the full 
realization of the Commission’s disclosure and enforcement problems. How- 
ever, it is believed that weighed against these problems are the problems of 
the industry unless specific evidence is presented as to the need to protect the 
public interest. We do not believe that the proposals we have commented 
on have been shown to be sufficiently necessary to protect the public to justify 
the additional requirements imposed. 


(The following supplemental statement was later filed by the Na- 
tional Association of Securities Dealers, Inc.) : 


SUPPLEMENTAL STATEMENT OF NATIONAL ASSOCIATION OF SECURITIES DEALERS, 
Inc., ON 8. 1179 anp H.R. 2480 


The Securities and Exchange Commission has made various changes in its 
final recommendation to the Senate and House on certain parts of the bill, 
introduced at the Commission’s request, to amend the Securities Exchange Act 
of 1934. 

After hearing industry comment before the Senate Subcommittee on Securities 
of the Committee on Banking and Currency, the Commission, on June 25, 1959, 
informed the Senate that further consideration would be given to several sec- 
tions of the bill. 

On August 4, 1959, Chairman Gadsby appeared before the House Subcom- 
mittee on Commerce and Finance and introduced memorandums on the matters 
which had been restudied. The comments here will be limited to the sections 
of the bill the Securities and Exchange Commission now proposes to amend 
prior to any possible action by Congress. 

Section 7 of the bill relates to Commission rulemaking powers in the matter 
of borrowing, lending or holding of securities carried for the accounts of 
customers. 

In its memorandum on this section, the Commission states: 

“In summary, the Commission would have no objection to modifying section 
7 of the bill to spell out more specifically the areas within which its rules should 
operate, which are primarily the segregation of customers’ fully paid securities 
ard excess collateral and the borrowing of customers’ securities by the broker- 
dealer himself, or their lending to others.” 

In the light of the Commission’s position on this section, the association no 
longer opposes the Commission’s request with the modification included. 

The Commission also reconsidered section 30 of the bill which would impose 
a forfeiture of $100 a day for failure to file information, documents or reports 
(transcript before House Subcommittee on Commerce and Finance, Aug. 4, 1959, 
p. 353, et seq.). 

The Commission stated that upon reexamination, in light of industry com- 
ments, it would limit the filing requirements to reports filed pursuant to sections 
13 and 16 of the act and that recovery of the forfeiture would bar any criminal 
proceedings for the same delinquency but the Commission would have the option 
as to how it determined to proceed. This proposed change is under study at 
the Department of Justice but the Commission expects to receive that agncy’s 
approval of the section of the bill as amended. 
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In view of the fact that the Commission stresses the court’s discretion under 
this section, it is believed that the industry request for notice to a party who 
may be inadvertently delinquent is somewhat taken care of. In the light of 
the legislative history of this particular section, it is not believed a court woulq | 
permit a forfeiture for the failure to file a report, due either to inadvertence 
or because of conflicting opinions upon the basic necessity of filing the report 
in the first instance. 

Therefore, the association is no longer in opposition to the enactment of this 
section as amended. 

It is interesting to note that the Commission does not accede to the associa. 
tion’s comments on section 14 of the bill which would grant the Commission 
rulemaking authority with respect to over-the-counter trading on a “when issued” 
or “when distributed” basis. The Commission states that the Rules of the 
Association (Uniform Practice Code) in this regard are procedural rather than 
substantive and further do not apply to broker-dealers who are not members 
of the association. While on other issues where the Commission sought to 0 
explain the reasons for its proposals by substantial memorandums introduced 
before the Senate and House, there has been no such memorandum prepared on 
this particular request. It may well be if the Commission could demonstrate T 
the need for this section, the association would not be opopsed to its enactment, Ne 
However, based upon the information at hand, the association maintains its 1 
position with regard to this section. “ 


Mr. Mack. The committee will stand adjourned until 10 o’clock y 
tomorrow. Ou 
(Thereupon, at 11:50 a.m., the committee was adjourned until Thurs- lise 
day, July 9, 1959, at 10 a.m.) int 
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THURSDAY, JULY 9, 1959 


Hlousr or REPRESENTATIVES, 
SUBCOMMITTEE ON COMMERCE AND FINANCE 
oF THE COMMITTEE ON INTERSTATE AND Foreign CoMMERCE, 
Washington, D.C. 

The subcommittee met at 10 a.m., pursuant to recess, in room 1333, 
New House Office Building, Hon. Peter F. Mack (chairman of the 
subcommittee) presiding. 

Mr. Mack. The committee will come to order. 

We are sorry we do not have more elaborate accommodations for 
you gentlemen, but we hope that you will understand this is a rather 
busy season and eventually we will have additional office space for 
committee work. 

In continuing hearings on the problems of the financial world, we 
have hearings scheduled this morning on the amendments to the In- 
vestment Advisers Act of 1940, as amended, and the amendments to 
the Investment Company Act of 1940, as amended. 

Our first witness this morning will be Mr. Harold 8S. Cherry, vice 
president of Lionel D. Edie & Co., Inc. 

Mr. Cherry. 


STATEMENT OF HAROLD S. CHERRY, VICE PRESIDENT, INVEST- 
MENT COUNSEL ASSOCIATION OF AMERICA, INC., ACCOMPANIED 
BY PETER S. HELLER OF WEBSTER, SHEFFIELD & CHRYSTIE, 
ATTORNEYS FOR INVESTMENT COUNSEL ASSOCIATION, AND 
DWIGHT ROGERS OF SCUDDER, STEVENS & CLARK 


Mr, Curerry. Mr. Chairman and members of the committee, my 
name is Harold 8S. Cherry. My home is in Darien, Conn. I am vice 
president of the investment counsel firm of Lionel D. Edie & Co., Inc., 
of New York. 

I am here today as vice president of and representing the Invest- 
ment Counsel Association of America, an association of 50 firms reg- 
istered as investment counsel under the Investment Advisers Act of 
1940. My statement refers only to the bill introduced as H.R. 2482 
which proposes certain amendments to that act. 

I thank you for permitting us to appear here and representing the 
Investment Counsel Association of America, which was formed in 
1937 for the purpose of promoting high standards of integrity and 
public responsibility. The association is very conscious of the respon- 
sibility and it is most anxious to prevent abuses. 

Mr. Mack. Could I interrupt at this point ? 
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Mr. Cuerry. Yes, sir. 

Mr. Mack. Will you properly identify your association? Is this an 
association of investment advisers? 

Mr. Cuerry. This is an association, we call it, of investment coun. 
sel. We do distinguish between investment advisers and investment 
counsel] to a certain extent. 

I have a supplementary statement which will go a long way, I hope 
to spell out the difference between investment counsel and investment 
adviser. 

I suppose, broadly speaking, you can say that the investment coun. 
sel is a division of the broad term of investment adviser. 

Would you like me to leave this statement or read it? It is a short 
statement. 

Mr. Mack. It would be appropriate to have it made available to 
the committee. We can use it as part of our files, or we could have 
it included at the appropriate place in the record. I though that it 
would be interesting to the members of the committee to properly 
identify the association since you are here representing the associa- 
tion this morning. I hesitated to interrupt you, but I thought it was 
important to clarify that point. 

Mr. Currry. If I may just interject one point: Investment counsel, 
as we see it, gives continuous investment advice for a fee patterned 
to suit the needs of the particular client. One can give investment 
advice without quite fulfilling that point. 

Mr. Chairman, our association is in favor of early, prompt passage 
of this bill. When I have completed my brief I trust our reasons will 
be clear. 

The bill represents much thought and work by the SEC and its 
staff, aided by comments and criticism from counsel for the publish- 
houses with big investment supervisory departments as well as from 
our own people. We worked hard to make this bill a good one. 

My definition of a good bill for this purpose might be one that 
gives the Commission the power it needs without putting the smaller 
firms in our industry under back-breaking loads or exposing our 
clients to any wider disclosure of their private affairs than is abso- 
lutely necessary. 

This question of the disclosure of our clients’ private affairs leads 
me directly to the first of the three of the proposed changes in the 
act which I would particularly like to comment on. I wish also to 

ropose one further amendment. 

Confidential nature of our business, section 13: From the point of 
view of the public directly affected by this bill, we believe the most 
important improvement proposed in the 1940 act by H.R. 2482 is 
the new antigossip provision of section 13 of H.R. 2482. 

When one of our firms is retained by the members of a family to 
assist in managing their personal investment affairs, you can readily 
understand that our close confidential relationship puts in our posses- 
sion a great collection of facts which are nobody else’s business and 
which, at least until some overriding public need intervenes, ought 
reasonably to be kept confidential. The files and records of the 
English family solicitor seems to me quite comparable, 

Since section 6 will give the SEC certain explicit powers of visita- 
tion and audit, it seems to us essential, if our clients are not to be left 


liak 
visi 


ad 


lar 
As 
har 


qui 
ene 
rule 
ins! 


hoy 
wit 


the: 
ple. 
diff 
pro 
and 
ow! 
ho 

oa 
oth 





an 


in- 
nt 


pe, 
nt 


ive 
5 it 
rly 
‘la- 
vas 


sel, 
ned 
ent 


age 
vill 


its 
ish- 
“om 


hat 
ller 
our 
bs0- 


ads 
0 to 


t of 
nost 
2 is 


y to 
dily 
sses- 

and 
ught 
' the 


sita- 


: left 


SECURITIES ACTS AMENDMENTS, 1959 223 


liable to improper exposure, to strengthen the existing secrecy pro- 
visions of 210(c). We hope section 13 does this. 

Fraudulent, deceptive or manipulative practices, section 9: May I 
respectfully direct your attention to the new clause proposed as an 
addition to section 206 of the 1940 act? This would read: 


Sec. 206. It shall be unlawful— 
* * + * & * © 
(4) to engage in any act, practice, or course of business which is fraud- 
ulent, deceptive, or manipulative. The Commission shall, for the purposes 
of this paragraph (4) by rules and regulations define, and prescribe means 
reasonably designed to prevent, such acts, practices, and courses of business 
as are fraudulent, deceptive, or manipulative. 

If the Congress should decide to give the Commission this particu- 
lar grant of rulemaking power, we may, of course, live to regret it. 
As you can realize, it practically puts our business survival in the 
hands of the SEC. 

Under this clause a set of rules might be drawn up that would re- 
quire so much work and effort the registrant would have little time, 
energy, or scope left over for the practice of his profession. These 
rules, carelessly written, might easily end up by making him an 
insurer of his advice. 

The thought of such powers can easily create apprehension. We 
hope, however, this new power may help to protect the public and to 
prevent fraud. Our objectives in this area seem to be almost identical 
with those of the SEC. 

Therefore we, who are the ones to be regulated, are willing to accept 
these obvious risks. We accept them not because the problem is sim- 
ple, but because it is complex and difficult. While we apprehend 
difficulty in writing suitable rules, we believe an attempt to meet the 
problem by rigid statutory language would be even worse. _ 

Section 16, no preemption: In addition to regulation by Congress 
and the SEC this section leaves to the States the power to add their 
own detailed regulations of investment advisers. However, we do 
hope that the passage of this bill will encourage greater coordination 
aa eapestion of the State legislators and administrators with each 
other and with the SEC. 


SECTION 208(C)—-PROPOSED AMENDMENT 


I now come to the proposed amendment to 208(c) of the 1940 act. 
I wish respectfully to propose the following language to replace the 
present 208(c) : 


(c) It shall be unlawful for any person who makes use of the mails or of any 
means or instrumentality of interstate commerce in connection with his or its 
business to represent that he is an investment counsel or to use the name in- 
vestment counsel as descriptive of his or its business unless such person (1) is 
registered under section 203 of this title; (2) his or its principal business con- 
sists of acting as investment adviser; and (3) a substantial part of his or its 
business consists of rendering investment supervisory services. 


If this amendment is adopted, section 203(c) (2) will need minor 
technical attention; section 203(c)(2) might be omitted, and in its 
place a new paragraph (G) might be added to 203(c) (1) as follows: 


(G) The extent to which the business of such investment adviser consists 
of rendering investment supervisory services. 
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Our association proposed this change in section 208(c) at the hear. 
ing before the Subcommittee on Securities of the Senate Committee 
on Banking and Currency held on June 23, 1959. It is supported by 
all those who testified at the Senate subcommitee’s hearing and repre. 
sents an effort by the industry to eliminate an anomaly in the present 
law. 

As the committee is doubtless aware, the present section 208(¢) 
prohibits the use of the term “investment counsel” by organizations 
such as Standard & Poor’s Corp. and Moody’s Investors Service who 
conduct large investment supervisory operations which, taken by 


themselves, would fall within the statutory definition, because invest: | 


ment supervision is not the principal activity of those companies, 

At the same time an underwriter selling securities to his customers 
or a broker can presumably call himself an investment counsel pro- 
vided only he is not registered as an investment adviser, and he need 
not register as an investment adviser if he does not receive separate 
compensation for his advisory activities. 

In connection with the proposed amendment we have suggested 
language which we hoped could be incorporated in the report of the 
Senate committee. With your permission I would like to submit it 
as a brief explanation. 


This amendment was recommended by the Investment Counsel Association 
of America, and is designed to accomplish two results: 

(1) It is applicable to all persons using the mails or interstate commerce, 
whereas the present law in this respect is applicable only to those who are reg- 
istered under the act. It will thus enable the SEC to maintain supervision of 
the use of the term in keeping with its professional connotations. Compliance 
with the present law could be avoided simply by failing to register. 

(2) The present law restricts the use of the term “investment counsel” to 
those who are “primarily engaged in the business of rendering investment super- 
visory services.” This operated to exclude from the field of “investment coun- 
sel” outstanding practitioners which happened also to be engaged in related 
publishing activities. Thus Moody’s Investors Service draws approximately 
50 percent of its gross revenues from publishing factual and statistical infor- 
mation, approximately 20 percent from publications expressing opinions on the 
merits of securities, and aproximately 30 percent from rendering investment 
supervisory services. The same figures for Standard & Poor’s Corp. are ap 
proximately 25 percent, 51 percent, and 24 percent, respectively. 

The amendment as reported would permit these organizations and others 
similarly situated to qualify for use of the name “investment counsel” while 
still denying such designation to others who do not render investment super- 
visory services as a substantial part of their business. 

The change effected by this amendment requires a conforming amendment of 
section 203 (¢c), which is in the bill as reported. 


It is our belief that the proposed amendment to 208(c) would 
strengthen the act and improve the definition and standards for the 
term “investment counsel.” At the same time, it will permit Stand- 
ard & Poor’s Corp. and Moody’s Investors Service, and others simi- 
larly situated, to use the term to describe their investment supervisory 
services. 

We urge the adoption of this provision into H.R. 2482 and hope this 
committee will be disposed to report the bill with a strong recommen- 
dation for prompt passage. 

Our association also favors the two amendments proposed by Mr. 
Stahl. 

Mr. Chairman and members of the committee, thank you for this 
opportunity to be heard. 
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(Supplemental statement of Mr. Cherry follows :) 


SUPPLEMENTARY STATEMENT OF Harotp 8S. CHERRY, VICE PRESIDENT, INVESTMENT 
COUNSEL ASSOCIATION OF AMERICA, INC, 


This brief supplementary statement is intended to describe the investment 
advisory business, tell something about investment advisers and investment 
counsel, what they do, and a little of their history. : 

Long before the Investment Advisers Act of 1940, people were collecting and 
disseminating information on investments and giving investment advice. The 
many ways this was and is done defy enumeration. They range all the way 
from the mimeographed tipsheet to the Boston private trustee’s careful recom- 
mendation based on intimate knowledge of five generations of his clients’ per- 
sonal affairs. 

Under the 1940 act anyone who gives investment advice relating to securities, 
using “advice” in its broadest sense to include giving information, is, with the 
exception set out in section 202 (a) ( 11), an investment adviser. This one term, 
“investment adviser,” includes people who publish bulletin services, statistical 
organizations like Standard & Poor’s Corp., and Moody’s Investors Service, and 
many firms like mine whose business consists of supervising our clients’ invest- 
ments on the basis of each client’s individual needs and rendering broad economic 
and investment consultant service to others. 

Not everyone who gives investment advice, however, is an investment adviser 
under the 1940 act. Thus brokers and dealers who receive no “special” compen- 
sation fee for the advice they give their customers are not investment advisers. 
In general, the definition of an investment adviser in the act draws the line 
between those whose business is selling advice—they are investment advisers— 
and those who give advice only as an incident to their principal business, what- 
ever [other] business that may be. 

Investment advisers, as I have indicated, come in many shapes and sizes. 
They may be large corporations with hundreds of employees, or partnerships of 
comparable size, small corporations, small partnerships, or sole proprietors. 
They may send their statistical reports all over the world; they may advise 
regarding the investment of millions of dollars in the hands of mutual funds, 
pension funds, banks, corporations, charities, and individuals. They may have 
hundreds of customers or only a few. At the end of May of this year about 1,661 
investment advisers were registered with the SEC. 

Within this large and diverse group of investment advisers the smaller group 
of those who are primarily engaged in giving their clients continuous investment 
advice based on the client’s individual needs is separately mentioned in the 1940 
act. These particular investment advisers are called investment counsel. Under 
the act, sections 208(c) and 202(a) (13), taken together, define an investment 
counsel as one who is “primarily engaged in rendering investment supervisory 
services”; that is, “giving continuous advice as to the investment of funds on 
the basis of the individual needs of each client.” 

As early as 1922, Scudder, Stevens & Clark applied the term “profession” 
and copywrited “Investment Counsel.” The true investment counselor, like a 
doctor or lawyer, is imbued with the professional attitude and sells only his 
advice rather than merchandise or other services. 

By the time the 1940 act was written, the procedures had been refined some- 
what, but in the financial community the term “investment counsel” had retained 
the professional flavor it had acquired in the early twenties. It still does today. 
Investment counsel are proud of their profession and of their name, There are 
about 350 investment counsel registered with the Securities and Exchange 
Commission. 

The Investment Counsel Association of America, Inec., is an association of 
50 of the leading investment counsel firms. Founded in 1937, the association 
was formed to promote high standards of integrity and public responsibility in 
the profession of investment counsel. We hope that, in taking some part in the 
formulation of H.R. 2482, and in participating here today, we are continuing to 
serve these purposes. 


Mr. Mack. Mr. Cherry, approximately how many members do you 
have in the Investment Counsel Association of America? 

Mr. Currry. Fifty. 

Mr. Mack. Fifty businesses ? 
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Mr. Cuerry. Yes; companies or partnerships. 

Mr. Mack. I understand that you are in favor of H.R. 2482 as it js 
presently written. 

Mr. Cuerry. Yes, sir. 

Mr. Mack. And you have suggested two amendments to it; js 
that correct ? 

Mr. Cuerry. Yes, sir. 

Mr. Mack. If it were not possible to include the amendments, would 
you still favor the bill as it is now written ¢ 

Mr. Cuerry. Yes, sir. 

Mr. Mack. Mr. Dollinger, do you have any questions ? 

Mr. Dotirncer. I have no questions. 

Mr. Mack. Mr. Collier? 

Mr. Cotter. Yes; just one question for clarification. 

On page 4 of Mr. Cherry’s statement, he says : 

In connection with the proposed amendment we have suggested language 
which we hoped could be incorporated in the report of the Senate Committee 

Do I assume from that it has not been incorporated in the report of 
the Senate committee ? 

Mr. Curerry. May I refer to my associate, Mr. Heller? He is better 
versed than I am on that. 

Mr. Mack. Will you properly identify yourself for the record ? 

I do not think that this has been included in the report of the Senate 
committee. 

Mr. Heiter. My name is Peter S. Heller. I am an attorney asso- 
ciated with Webster, Sheffield & Chrystie, who are the attorneys for 
the Investment Counsel of America. The firm is at 40 Wall Street, 
New York. 

The answer, sir, is that the Senate subcommittee hearing was on 
June 23. No report has been forthcoming. We don’t know when 
it is expected. 

Mr. Couurer. That clarifies it. 

That is all I have, Mr. Chairman. 

Mr. Mack. As I understand, this language is suggested for inclu- 
sion in the Senate report when such report is filed. 

Mr. Cotiimer. I just thought it might be clarified and, further, that 
this committee would of course have no means or jurisdiction by which 
it could arrange to have this included in the Senate committee report. 

Mr. Cuerry. I don’t believe so, sir. I don’t know. 

Mr. Coturer. I say we do not have, so if it is not presently there, 
any means by which you could have it included would have to be 
through channels other than this committee. 

Mr. Cuerry. Again you are getting a little bit over my head. I as- 
sume that that is correct, but may I call on Mr. Heller? 

Mr. Hetter. Sir, the language quoted here is a very good and short 
explanation of the proposed amendment. We hope if the Senate re- 
ports on the bill that they will put this language in their report and 
we would hope that the same would be true of the House report. 

Mr. Cotxier. I share your hope. 

That is all I have, Mr. Chairman. 

Mr. Mack. I just want to be very clear on this matter. This amend- 
ment that is suggested would only affect two members of your asso- 
ciation ; is that correct ? 
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Mr. Cuerry. You are referring to Moody’s and Standard & Poor’s? 

Mr. Mack. Yes. 

Mr. Cuerry. They are not members, sir. 

One of the purposes of this is to permit them to call themselves in- 
vestment counsel, so that they could be if they so choose. 

Mr. Mack. They are not members of your association ? 

Mr. Cuerry. No. They do not qualify under the law as investment 
counsel. 

Mr. Mack. They are not qualified under your constitution to become 
members of your association ; is that correct ¢ 

Mr. Cuerry. That is correct, because of this technicality. 

Mr. Mack. They are not eligible to become members of your asso- 
ciation because they are not eligible to have this classification ? 

Mr. Cuerry. That may of course not be the only reason. I don’t 
know what the directors might decide should they apply for mem- 
bership. 

Mr. Mack. I understand there would have to be some willingness 
on their part. 

Mr. Cuerry. Yes. 

Mr. Mack. As far as you know, they are the only two companies 
who would be affected if this amendment were adopted ? 

Mr. Cuerry. That is as far as I know. Others may develop that I 
don’t know about. 

Mr. Mack. Thank you, Mr. Cherry. 

Are there any other questions? 

Mr. Hempuitt. What is the attitude of the SEC as to your proposed 
amendment ? 

Mr. Cuerry. My understanding is that we have worked with the 
SEC, and of course I don’t know what the SEC would say, but my 
feeling is that we are seeing very much eye to eye on this legislation 
and have conferred with them in trying to work it out. 

Mr. Hemreurn. What objections have you run across in proposing 
this amendment ? 

Mr. Cuerry. May I again refer to another of my associates, Mr. 
Dwight Rogers, who has a much more thorough background to an- 
swer that question than I. 

Mr. Rocers. I don’t think I got the question. 

Mr. Hemruity. My question, sir, was what objections have you run 
into in proposing this amendment to H.R. 2842? 

Of course there would be two amendments. If you put in the one, 
the other would follow. 

Mr. Mack. Will you identify yourself for the record, please? 

_ Mr. Rogers. My name is Dwight Rogers. I am an employee of the 
investment counsel firm of Scudder, Stevens & Clark, at 300 Park 
Avenue, New York City. 

_ In proposing this particular amendment, we have run into no ob- 
jections so far to the best of my knowledge, sir, except within our 
own association. 

Mr. Hemrnitit. What is the reasoning behind the objection, if I 
may pursue that? 

Mr. Rogers. Maybe I better permit the objectors to speak on that 
rather than try to paraphrase heir objections. I think they plan to 
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be heard here today, and if I might defer that question to them | 
would prefer to. 


Mr. Hempuitu. I was giving you a chance to answer at this time, 
but I will not pursue it. 

Thank you, Mr. Chairman. 

Mr. Cuerry. May I interject one statement ? 

Mr. Mack. Mr. Cherry. 

Mr. Cuerry. At the last directors’ meeting of the association and 
at prior meetings, and bearing in mind the way our association is 
set up, its directors and members, I knew of no objection, I heard 
rumors that there was an objection, which surprised me. I do rep- 
resent the Investment Counsel Association of America. 

Mr. Hemenir. Thank you, Mr. Chairman. 

Mr. Mack. I think that needs a little further clarification. 

You appear here this morning in behalf of the association ? 

Mr. Cuerry. That is correct. 

Mr. Mack. And at the time that you were instructed to appear 
here, you understood that would be representing the unanimous 
opinion of the association ? 

Mr. Cuerry. Yes, sir. 

Mr. Mack. Since that time you understand that there are some of 
your members who do not support your views? 

Mr. Cuerry. Or perhaps individuals in one of the member firms, 
but I don’t know. 

Mr. Mack. I hope that this will be clarified at a later point. 

Thank you. 

Mr. Cuerry. Thank you very much. ' 

Mr. Mack. Do you have any other questions, Mr. Hemphill? 

Mr. Hemrnity. No; thank you, Mr. Chairman. 

(The following letter was later received for the record :) 


THe AMERICAN BANKERS ASSOCIATION, 
730 15rH Street, NW., 
Washington, D.C., July 14, 1959. 
Hon. Peter F. Mack, Jr., 
Committee on Interstate and Foreign Commerce, House of Representatives, 
Washington, D.C. 


DEAR Mr. Mack: It has been brought to the attention of the American Bankers 
Association that the Investment Counsel Association of America, at recent hear- 
ings of the House Interstate and Foreign Commerce Subcommittee on Commerce 
and Finance, suggested an amendment to section 208(c) of the Investment 
Advisers Act of 1940, which, if adopted, would prevent a bank from representing 
that it is an investment counsel. 

The Investment Advisers Act of 1940 from its inception has exempted banks 
from registering as “investment advisers” and from the other requirements of 
the act. This exemption was made in recognition of the careful and detailed 
supervision and examination by Federal and State banking agencies to which 
banks are subject, which made supervision and regulation by another Govern- 
ment agency unnecessary. 

The amendment proposed by the Investment Counsel Association is as follows: 

“It shall be unlawful for any person who makes use of the mails or of any 
means or instrumentality of interstate commerce in connection with his or its 
business to represent that he is an investment counsel or to use the name unless 
such person (1) is registered (as an investment adviser) under section 203 of 
this title; (2) his or its principal business consists of acting as investment 
adviser; and (3) a substantial part of his or its business consists of rendering 
investment supervisory services.” 

The prohibition presently contained in 208(c) applies only to a person who 
is registered under the act. The proposed amendment completely reverses this 
and would permit the prohibited acts only if the person is registered. 





Mi 


pete! 
the | 
hibit 
inves 
in s¢ 


that 
coun 


this 
is ay 


Mor 

h 
mo! 
stat 


ST. 


—_— | 


thi 





1e, 


id 
is 


rd 


8 


SECURITIES ACTS AMENDMENTS, 1959 229 


Many banks advise customers on investment problems and have highly com- 
petent staffs of investment experts. Since they are specifically exempted from 
the registration requirements of section 203, we see no valid reason for pro- 
hibiting them from using the term “investment counsel” in connection with their 
investment supervisory services. 

Therefore, the American Bankers Association would be opposed to any change 
in section 208(c), such as is proposed by the Investment Counsel Association, 
that would deny to banks the right to represent that they are “investment 
ounsel.” 

: If the committee needs additional information concerning the application of 
this suggested change to banks, we will be glad to furnish such information as 
is available to us. 
Sincerely yours, 
J. Otney Brort. 


Mr. Mack. Our next witness this morning is Mr. Wallace of 
Moody’s Investors Service. 

Mr. Wallace, you are representing Moody’s Investors Service this 
morning and it is my understanding that you have submitted a formal 
statement to the committee and that you would like to have this state- 
ment appear at this point in the record. 


STATEMENT OF ALAN W. WALLACE, VICE PRESIDENT AND TREAS- 
URER, MOODY’S INVESTORS SERVICE, ACCOMPANIED BY FRANCIS 
CURRY, ATTORNEY FOR MOODY’S 


Mr. Wautace. That is right. 

Mr. Mack. Without objection it will be included in the record at 
this point, you may proceed. 

(Prepared statement of Mr. Wallace follows:) 


PROPOSAL OF Moopy’s INVESTORS SERVICE FOR AMENDMENT OF THE 
INVESTMENT ADVISERS ACT OF 1940 


In connection with the consideration of H.R. 2482 by this committee, Moody’s 
Investors Service, an investment adviser registered under section 208 of the 
Investment Advisers Act of 1940, submits this proposal to amend section 208(c) 
of the said act (herein called the act), which now reads as follows 

“Src, 208. * * * 

“(e) It shall be unlawful for any person registered under section 203 of 
this title to represent that he is an investment counsel or to use the name 
“investment counsel” as descriptive of his business unless such person is pri- 
marily engaged in the business of rendering investment supervisory services 
or unless his registration application as amended or as supplemented by the 
most recent report on file with the Commission states that such person is en- 
gaged or is about to engage primarily in the business of rendering investment 
supervisory services.” 

It is proposed that the following be substituted for the foregoing provision : 

“Sec. 208. * * * 

“(e) It shall be unlawful for any person who makes use of the mails or 
of any means or instrumentality of interstate commerce in connection with his 
or its business to represent that he is an investment counsel or to use the name 
“investment counsel” as descriptive of his or its business unless such person 
(1) is registered under section 208 of this title; (2) his or its principal business 
consists of acting as investment adviser; and (3) a substantial part of his 
or its business consists of rendering investment supervisory services.” 

This language was arrived at in the course of hearings before the Senate 
Committee on Banking and Currency on a companion bill (S. 1182) to amend 
the Investment Advisers Act of 1940, and represents a compromise which would 
be acceptable to all representatives of the industry appearing at the Senate 
hearings, provided the purpose and intent of the amendment were made clear 
in the legislative history. 
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In the alternative, if this compromise language is not adopted, it is proposed 
that the present section 208(c) of the act be eliminated in its entirety, or that 
the word “primarily” which appears twice in the said provision be deleted 
therefrom. 

LEGISLATURE HISTORY OF SECTION 208 (¢) 


There was no counterpart of the present section 208(c) in the original yer. 
sion of the Investment Advisers Act as it was introduced in Congress with the 
sponsorship of the Securities and Exchange Commission (S. 3580; see also §. H 
320.)* After the Senate committee hearings, and after conferences between 
representatives of the Commission and the Investment Counsel Association of 
America to adjust the objections of the latter, various revisions of the bill were 
proposed (H.R.H. 92). Although not specifically mentioned, presumably the 
revisions so arrived at included the present section 208(c), since the substance 
of this appears in H.R. 10065 (H.R.H. 48). The same bill also included a de- 
finition of “investment counsel” (H.R.H. 45), although this definition was 
eliminated from the law as enacted. 

The only direct testimony relating to the present provision of the act was 
given at the House subcommittee hearings by Mr. Schenker on behalf of the 
Securities and Exchange Commission: 

“The other amendment under section 208 was really a change in draftsman- 
ship. You cannot hold yourself out as an investment counselor unless you are 
engaged in the investment counselor business.” (H.R.H. 138.) 

This testimony takes up 3 lines out of 1,276 pages of hearings on this legisla- 
tion, and, significantly, there is no reference in this testimony to the word 
“primarily.” Even more significantly, the provision was not deemed worthy 
of mention in either the Senate or House committee reports (S. R. 23; H.R.R. 30), 


THE EFFECT OF SECTION 208 (€) 


As now enacted, this provision makes it unlawful for any registered invest- 
ment adviser to refer to himself or his business as “investment counsel” unless 
such adviser is primarily engaged in rendering investment supervisory services, 
i.e., giving continuous advice as to the investment of funds on the basis of the 
individual needs of each client (sec. 202(a) (138) ). 

There is no definition of “investment counsel” in the act, and, what is more 
important, there is no finding in section 201 that “investment counsel” con- 
stitutes a special class of investment advisers which should be singled out for 
particular consideration or protection. Nor is there any evidence in the extended 
hearings on this legislation which would support any such finding. 

On the contrary, the legislative history shows that the Investment Counsel 
Association of America consistently opposed any form of Federal regulation 
whatsoever (S.H. 711-765). From their own testimony it appears that the 
members of this group constituted only a negligible fraction, of those subject to 
the act—in 1940 they had 61 or 63 members in 18 or 19 firms (S.H. 723; H.R.H. 
91), though they estimated that 540 firms would be subject to registration as 
investment advisers (S.H. 736; H.R.H. 91). The situation is proportionately 
unchanged at the present time—there are approximately 50 member firms in 
the Investment Counsel Association, out of about 1,560 registered investment 
advisers. 

In its present form section 208(c) is obviously class legislation for the benefit 
of a small minority in a large field, and rests on no foundation showing the 
need for such special treatment. 


THE PROPOSED AMENDMENT OF SECTION 208(C) 


If this committee should be of the opinion that there is a valid basis for dis- 
tinguishing those investment advisers who render “investment supervisory 
services,” certainly the distinction should be drawn as to those who actually en- 
gage in such business, rather than those who primarily engage in it. 





1 All references to the legislative history of the act relate to the 76th Cong., 3d sess. 
The hearings on S. 3580 before a subcommittee of the Senate Committee on Banking and 
Currency are cited as §8.H., and the report of this committee (Rept. No. 1775). is cited 
as S§.R. The hearings on a companion bill (H.R. 10065) before a subcommittee of the 
House Committee on Interstate and Foreign Commerce are cited as H.R.H., and the report 
of this committee (Rept. No. 2639) is cited as H.R.R. The number following each abbre- 
viated citation is the page reference. 
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The word “primarily” even in a dictionary sense has an uncertain meaning, 
since it may mean “principally,” “essentially,” “fundamentally,” or even “sub- 
stantially.” Interpreting an analogous provision of the Federal Reserve Act, 
the Supreme Court held that “primarily engaged” in the underwriting busi- 
ness meant “substantially engaged,” and was applicable to a firm whose under- 
writing activities produced from 15 percent to 39 percent of its gross income, 
with a greater percentage coming from the brokerage business. Board of Gov- 
ernors v. Agnew, 329 U.S. 441 (1947). However, the Securities and Exchange 
Commission construes section 208(c) of the Investment Advisers Act to mean 
that one is not “primarily engaged” in rendering continuous investment advice 
to clients unless it is his “principal business and all or substantially all of its 
investment adviser business consists of giving” such advice. See instruction for 
item 10(c) of form ADV. If this interpretation is adhered to by the Commis- 
sion, legislation is necessary to correct the inequitable results of section 208(c). 

The proposed amendment would accomplish this purpose by eliminating ‘“‘pri- 
marily engaged” as a test of the right to use the title “investment counsel,” 
and substituting a three-fold test—first, registration under the act as an invest- 
ment adviser; second, one’s principal business must be that of investment ad- 
viser; and third, a substantial part of one’s business must consist of rendering 
investment supervisory services. 

Here again we have words such as “principal” and “substantial” about which 
there may be differences of interpretation. Moody’s Investors Service, for ex- 
ample, draws approximately 50 percent of its gross revenues from publishing 
factual and statistical information, approximately 20 percent from publications 
expressing opinions on the merits of securities, and approximately 30 percent 
from rendering investment supervisory services. 

If the legislative history of this amendment will make clear that it is intended 
to include Moody’s Investors Service and others similarly situated in the cate- 
gory of “investment counsel,’ then we are glad to endorse this amendment. 
Our only purpose before this committee is to make sure that the present discrimi- 
natory provision, which precludes Moody’s from use of this title, is eliminated. 

The injustice—and at the same time the absurdity—of the present provision 
becomes apparent from its effect upon us. Moody’s Investors Service has an in- 
ternational reputation for its financial and statistical publications. Since it was 
founded in 1909, our manuals and other publications have been accepted as 
standards by Government agencies and courts. It is unlikely that anyone could 
attempt to render “investment supervisory services” adequately without making 
use of some or all of our publications, or their equivalent.? 

In addition to our publishing activities, we also render “investment supervisory 
services” to our own clients through “Personal Management Service” and “Bank 
Supervisory Service” accounts. There is reason to believe that we are one of the 
first firms in this type of activity. Yet Moody’s may not call itself an “investment 
counsel” since this supervisory activity constitutes only 30 percent of our gross 
business. But John Doe, with a few investment supervisory clients and no more 
equipment than a subscription to Moody’s publications, may properly style him- 
self as an “investment counsel.” And John Doe can, and probably will, point 
out to a prospective client that Moody’s is not an “investment counsel,” and is 
barred by law from being an “investment counsel;” nothing in the act prohibits 
such a representation. 

It is submitted that the present distinction in section 208(c) is unfair and 
ridiculous, and that the word “primarily” should be deleted therefrom. 

An analogy from the practice of law may be helpful. A lawyer who spends 
half his time reporting and publishing the decisions of the Supreme Court of his 
State is none the less a lawyer when he spends the other half of his time in 
private practice. To deny him the style of “lawyer” or “counsel” because he is 
not primarily engaged in practice is unthinkable. So too an organization like 
Moody’s which renders “investment supervisory services” on a vast scale should 
be none the less styled an “investment counsel” even though also engaged in re- 
lated publishing activities. 

CONCLUSION 


It is respectfully submitted that when H.R. 2482 is reported out of this com- 
mittee, your report should make clear that any amendment of section 208(c) of 





*Members of the Investment Counsel Association of America snbscribe to an aggregate 
of 245 copies of Moody’s various statistical manuals, and 73 other Moody’s publications, 
26 of which are devoted to Moody’s opinions rather than statistical information. 
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the Investment Advisers Act is intended to include organizations such as Moody's 
Investors Service in the category of “investment counsel.” In the alternative, 
the bill should provide for the repeal of section 208(c) or for the elimination of 
the word “primarily” appearing twice therein. 

Mr. Wattace. Mr. Chairman and members of the committee, my 
name is Alan W. Wallace, and I am vice president and treasurer of 
Moody’s Investors Service, with headquarters at 99 Church Street, 
New York City. We have been in business for 50 years, and are en- 
gaged in publishing financial manuals, handbooks and other publica- 
tions which present either particular financial information or our 
opinions on the merits of securities. 

I feel sure that you gentlemen are familiar with some or all of our 
publications. 

In addition to our publishing activities, Moody’s also handles what 
it terms “personal management service,” and “bank supervisory sery- 
ice” accounts, in which the investment requirements of particular 
clients are supervised on an individual basis. 

We have reason to believe that we are one of the first firms to en- 
gage in this type of investment supervisory services. It constitutes 
an “import: int segment of our total business, and in effect, with the aid 
of our analytical staff, makes a practical application to individual 
needs of the information which we assemble for our publishing ac- 
tivities. 

Because of this twofold nature of our business, both publishing and 
investment supervision, we feel that section 208(c) of the Investment 
Advisers Act, as it new stands, unfairly discriminates against us. 

We are, of course, registered as an investment adviser under the 
act, and I think I may fairly say that we have lived up to the letter 
and spirit of this law in all respects. But section 208(c) Me It 
unlawful for us to refer to ourselves as “investment counsel” unless 
we are “primarily” in the business of rendering investment super- 
visory services. 

Originally we had intended to ask this committee for the complete 
repeal. of section 208(c) or, in the alternative, for the elimination of 
the word “primarily” which appears twice therein. 

However, at the Senate committee hearings on a companion bill, 
S. 1182, the recommendation was made on behalf of the Investment 
Counsel Association of America that the language of this provision 
be changed. Under the amendment there proposed, to be called an 
investment counsel one would no longer need be “primarily” engaged 
in the business of rendering investment supervisory services. Instead, 
our right to be described and to refer to ourselves as “investment 
counsel” would depend on our satisfying a threefold test: 

First, we would have to be registered under the act as an investment 
adviser ; 

Second, our principal business must consist of acting as an invest 
ment adviser; and, 

Third, a substantial part of our business must consist of rendering 
investment supervisory services. 

You may think that the last two of these tests say the same thing, 
but the distinction between them arises out of statutory definitions. 

“Investment adviser” has the broadest possible scope, ‘and includes 
anyone who engages in the business of advising others as to the value 
of securities, either directly or through publications or writings. 
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“Investment supervisory service” means giving continuous advice 
as to the investment of funds on the basis of the individual needs of 
each client. 

Under the present law, the root of the trouble lies in the indefinite 
character of the word “primarily.” It has no precise meaning even in a 
dictionary sense. It may mean “principally” or it may mean only 
“substantially.” 

The amendment proposed uses both the words “principally” and 
“substantially,” and my only criticism of the proposal, if it is a 
criticism, 1s that I am still not sure precisely what even these words 
mean, 

As we point out in our formal statement filed in advance in ac- 
cordance with your rules, our purpose in seeking repeal or amend- 
ment of the present section 208(c) is to make sure that Moody’s In- 
vestors Service enjoys the right to describe itself and to be referred 
to as “investment counsel.” ‘This is important to us for reasons which 
I will describe later. 

Whether or not the amendment proposed will accomplish that pur- 
pose depends on the meaning or interpretation which you gentlemen 
in your report or your rem: irks here attribute to those words “prin- 
cipally” and “substantially, * in the light of the facts of our business. 

There is no question but that we meet the first proposed test; we 
are registered investment advisers. 

Do we meet the second test, which is, Does our principal business 
consist of acting as an investment adviser? 

Over the last 10 years, on an average slightly over 50 percent of our 
revenues derived from the publication of financial manuals, dividend 
records, and bond records. These publications present statistical 
and financial information, and do not profess to express opinions. 

The law defines “investment adviser” to include one who issues or 
promulgates analyses or reports concerning securities as part of a 
regular business, but excludes the publisher of a financial publica- 
tion of general and regular circulation. In the light of these somewhat 
conflicting provisions, can we be sure that we would meet the second 
test, and that our principal business is acting as an investment adviser ¢ 

And do we meet the third proposed test, which is, Does a substan- 
tial part of our business consist of rendering investment supervisory 
services ¢ 

Over the same 10-year period, approximately 30 percent of our 
revenues derived from this source. We should think this sufficiently 
substantial, but we must be sure you agree. 

It is quite possible that Moody’s Investors Service satisfies the 
meanings which Congress would have in mind if it enacts the pro- 
posed amendment. But if that be the case, I ask that this committee 
in its report make this clear, so that there will be an authoritative 
legislative history on which the interpretation of this provision may 
rest. 

One of the troubles with the present law is that there was no ade- 
quate legislative history to define the word “primarily.” 

If you should be of the opinion that Moody’s does not meet the 
standards of the proposed amendment, I must revert to our original 
intention and ask that the present section 208(c) be repealed in its 
entirety, or at least that the word “primarily” be deleted therefrom. 
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For, as our formal statement makes clear, the present provision is un- 
fair and discriminatory, and operates for the benefit of a smal] as- 
sociation of only 50 members out of 1,560 registered investment 
advisers. 

Now, what difference does it make whether we can call ourselves 
“investment counsel” instead of “investment adviser”? 

You may feel that any distinction between these two terms is a 
mere quibble. I must confess that 19 years ago I would probably 
have agreed, for no representative of Moody’s testified against this 
provision in 1940. 

However, experience has demonstrated that the restricted use of 
“investment counsel” permitted by section 208(c) can be, and often is, 
used unfairly to our prejudice in this way: 

Moody’s has an organization of over 300 employees, some engaged 
in compiling data for our publications, some engaged in analyzing 
this data and formulating our opinions on securities, and some ad- 
vising personal management service and bank supervisory service 
accounts. 

Obviously the availability of the publishing division constitutes a 
large pool of highly specialized talent on which our advisory em- 
ployees may rely. We are very proud of the service which this com- 
bined force can provide. Yet, as the law now stands, the very fact that 
we have this publishing division prohibits our calling ourselves “in- 
vestment counsel.” But a one-man organization with no more equip- 
ment than one of our publications can, and probably does, point out to 
our prospective clients that we are prohibited by law from being “in- 
vestment counsel.” 

The prospective client does not stop to analyze the verbal quibble; 
he is persuaded that there is some legal barrier to our investment ad- 
visory activities, and we are powerless to prevent this sort of unfair 
competition. 

In still another way this provision operates to our great disadvan- 
tage. The pattern of regulation of investment advisers is now being 
widely followed by the several States. The Federal statute serves as 
a model, and this provision has been uncritically introduced into 
State laws without thought to its effect. So long as the Federal 
provision remains in effect, we are in no position to protest State 
legislation, the repeal of which would still leave us subject to the 
Federal law. 

I therefore respectfully urge upon you gentlemen, that, when re- 
porting H.R. 2482 out of this committee, your report and your com- 
ments on the testimony here make clear that any amendment of sec- 
tion 208(c) of the Investment Advisers Act is intended to include 
organizations such as Moody’s Investors Service in the category of 
“investment counsel.” 

In the alternative, I ask that you provide for the repeal of section 
208(c), or for the elimination of the word “primarily” appearing 
twice therein. 

May I add for the record that Moody’s Investors Service endorses 
the other recommendations for amendment of the Investment Ad- 
visers Act which have been made here today by Mr. Cherry and which 
will be made by Mr. Stahl. 

Thank you. 
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Mr. Mack. I am sorry I have not had an opportunity to read your 
more formal statement, but in lieu of that I would like to ask about 
a statement which you made at the bottom of page 5, and I quote: 

The present provision is unfair and discriminatory, and operates for the bene- 
fit of a small association of only 50 members out of 1,560 registered invest- 
ment advisers. 

Are you speaking about the Investment Counsel Association ? 

Mr. Wauuace. Yes. The 50 members is the association I spoke of; 
yes. 

Mr. Mack. And it is for their benefit and discriminates against 
the other investment advisers ? 

Mr. Wauuace. We feel it discriminates against us. 

Mr. Mack. You and Standard? 

Mr. W ALLACE. Standard. 

Mr. Mack. And the other 1,508 members ? 

Mr. Wautace. Not necessarily, Mr. Mack. 

I believe there are some who are entitled to classify themselves as 
“investment counsel” who are not members of the association. 

Mr. Mack. I asked Mr. Cherry if your two firms were the only ones 
that would be affected or immediately concerned, and I did not get a 
definite confirmation of that, but he indicated there was a very limited 
number. 

Mr. Wattace. There may be others, Mr. Chairman. 

Mr. Mack. There is nothing like 1,508, though ? 

Mr. Watxace. Oh, Lord, no. 

Mr. Mack. That is a point that I wanted to have made clear, if 
possible, because, as I said, I did not read your formal statement, 
which probably does make this clear. 

Mr. Wattace. I hope you get a chance to read it. 

Mr. Mack. I assure the gentleman that all of the members of the 
committee will read his formal statement. But the statement was not 
made available to us prior to the meeting this morning as far as I 
know. For that reason we have not read it up to this time. 

The question in my mind is, If this is benefiting this small associ- 
ation and members of this association, it would seem to me that there 
would be some question as to how it happens we have them in such a 
generous mood this morning? They apparently have nothing to gain 
and according to you they have a preferred position, but yet here they 
are testifying in your be half. 

That is really not a fair question to ask you. I shonld ask the head 
of the association. 

I would like to inquire seriously as to why you are insisting that the 
word “primarily” be stricken from the law? Are you not accom- 
plishing the same thing in a more confused manner to suggest that 
you substitute for the word “primarily,” “principally” or “substan- 
tially”? 

Mr. Warxace. “Prine ipally” or “substantially,” if made sufficiently 
clear, will satisfy us. It is a compromise, Mr. Chairman. 

Mr. Mack. What I do not have clear in my mind, I will say quite 
frankly, is the difference between having this matter made clear in a 
report ‘and hav ing it included in the law in no uncert: in terms. If you 
eliminated the word “primarily,” would you include many additional 
companies ? 

48168—60——16 
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Mr. Wat.ace. I think possibly it would include other companies, 

Mr. Mack. Mr. Dollinger, do you have any questions ? 

Mr. Doxtrncer. I have no questions. 

Mr. Mack. Mr. Collier? 

Mr. Couturier. Yes, [ have a couple of Mr. Wallace. First of all, not 
being too familiar with the investment field, assuming I wish to be a 
registered investment adviser, and I have neither the time nor the 
knowledge nor the inclination, I might say, what would the require- 
ments be, let us s: ay, for me to be 1 ‘egistered as such ? 

Mr. Wauiace. I know them in a general way, but m: iy I defer to 
my counsel? Mr. Curry. 

Mr. Coxtier. Surely. 

Mr. Curry. My name is Francis Curry, and I am an attorney 
for Moody’s Investors Service. The requirements for acting as an 
investment adviser basically are registration with the SE C under 
the Investment Advisers Act of 1940, You have to file a registered 
statement giving the required information. You have to comply with 
the regulations of the SEC as they affect investment advisers, and | 
don’t feel that I can summarize those in a general way more than to 
refer to the statute. 

Mr. Couturier. That is quite sufficient. 

Mr. Curry. There is no requirement of examination, if that is what 
you are getting at. 

Mr. Cour. That is right, sir. That is what I wanted. 

Mr. Dotuincer. Will you yield? 

Mr. Cottier. Surely. 

Mr. Dotiineer. In other words, confidence in yourself is all you 
need ? 

Mr. Curry. Certain State laws do have a requirement of examina- 
tion, I may say. 

Mr. Mack. In answer to my colleague’s question there, it would de- 
pend a great deal as to whether he wanted to call himself investment 
counselor, would it not? 

Mr. Curry. No. There is a more limited connotation to that term 
under the terms of the act 

You may not call yourself an investment counsel unless you are pri- 
marily engaged in rendering investment supervisory services. 

Mr. Mack. That is my point, that it would depend on whether he 
wanted to have this classification of “primary.” 

Mr. Curry. But there is no reason why one man cannot start in 
business and do that. 

Mr. Couxrer. That answers my first question. 

With certainly no thought in mind of trying to improve upon the 
definitions of Webster, it ‘would simply seem to me, and may | inter- 
ject this, because your statement made reference to the interpretation 
by this committee and the Congress, that the only definition one could 
accept for “primarily” or for “substantial,” for that matter, would 
be based upon whether or not more than 50 percent of the functional 
operations of a firm or an individual were devoted to rendering in- 
vestment supervisory service. 

Mr. Curry. That seems to be the interpretation which I believe SEC 
has adopted in administering this law. A contrary interpretation 
was reached by the Supreme Court interpreting the Federal Reserve 
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Act. The case is cited in our formal statement there. It is the Agnew 
case. 

In that case the Supreme Court held if you got 15 percent of your 
revenues from the investment banking field, you were primarily en- 

gaged in the investment banking field. 

Mr. Cotrier. Who did you say reached this conclusion ? 

Mr. Curry. The Supreme Court of the United States in the Agnew 
case in 1947. It was unanimous, too. 

Mr. Cottier. Again I say I do not propose to be even the least bit 
of an expert in the investment field, but just generally speaking, “pri- 
marily” comes from the word “prime,” which is first, and I do not 
know how one could construe 49 percent of a functional operation to 
be primary, whether or not the determination was made on the com- 
parative number of personnel engaged in one particular function or 
whether the yardstick would be the revenue derived from one function 
or the other. 

Mr. Watrace. There is no definition by the SEC of what “pri- 
marily” means. 

Mr. Couurer. That sort of brings to my mind a gentleman who was 
listening to a discussion of this kind who said he was confused when 
he started, but now he is a little better confused on a higher level. 

That is all I have, Mr. Chairman. 

Mr. Mack. Mr. Hemphill? 

Mr. Hemenii. I wanted to ask if I heard you correctly in saying 
that there has been no definition, or may I so infer from your state- 
ment, of the word “primarily” by the Securities and Exchange 
Commission ¢ 

Mr. Watuace. That is correct. 

Mr. Curry. No; I think you could fairly say their interpretation of 
“primarily” to mean more than 50 percent. 

It appears sort of indirectly as an instruction in the use of the 
registration form, but I believe that has the force of regulation. 

Mr. Block is in charge of this for the SEC. He undoubtedly would 
give you much more authoritative information than I. 

Mr. Hempnuiw. I will ask him about that. 

I just misunderstood your statement at first to say that only the 
Supreme Court of the United States itself had made an interpretation, 
which Mr. Collier had invoked by his question. 

Thank you. 

Mr. Mack. Are there any other questions ? 

Thank you very kindly. 

Mr. Fred Stahl, president of Standard & Poor’s Corp., and he is 
accompanied by Mr. George Baron, of Booth, Baron & Doppelt, 30 
Broad Street, New York. 

Mr. Stahl. 


STATEMENT OF FREDERICK A. STAHL, PRESIDENT, STANDARD & 
POOR’S CORP., ACCOMPANIED BY GEORGE C. BARON OF BOOTH, 
BARON & DOPPELT, NEW YORK 


Mr. Stann. My name is Frederick A. Stahl. I am president of 
Standard & Poor’s Corp., of 345 Hudson Street, New York, an invest- 
ment adviser registered as such with the Secur ities and Exchange Com- 
mission as well as in a number of States. We employ over 500 em- 
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ployees. We collect information with regard to business affairs and 
securities, and disseminate that information together with our advice 
on securities, to the public. We do not act as brokers, dealers, or under- 
writers, nor do we take custody of clients’ funds or securities. 

Roughly, our products fall into three categories, namely : 

(1) Factual publications such as our “Corporation Records”; 

(2) Advisory publications such as “The Outlook” and “Poor’s 
Investment Advisory Survey”; and 

(3) The personal supervisory service which we call our 
“Planned Investments Department.” The latter is a personal 
service furnished to individuals, estates, and trusts, and similar 
funds. 

We obtain our information from registration statements, Gov- 
ernment and private agencies, reports published by the companies 
themselves, trade journals, and so forth. In addition, we maintain a 
field staff whose function it is to visit corporations between published 
reports and obtain more and detailed information directly. And our 
analysts and executives also call upon corporations for information 
as to their business and affairs, 

We support the amendments to the Investment Advisers Act of 
1940 embodied in House bill 2482. 

We feel that these amendments have become desirable in view of the 
widespread participation by the public in the securities market. 

While we feel that any fringe element in our industry is in a very 
small minority, under present circumstances we recognize that a 
strengthened Advisers Act will be a protection to the public. 

At the same time, and in clarification of the Investment Advisers 
Act, we urge your committee to consider and recommend two further 
amendments as follows: 

1. Present law: Section 202(a)(12) of the Investment Advisers 
Act provides that the word “control” shall have the same meaning 
as in the Investment Company Act of 1940. Section 2(a)(9) of the 
latter act provides, in substance, that an owner of “more than 25 per 
centum of the voting securities of a company shall be presumed to 
control such company.” 

Section 205(2) of the Investment Advisers Act further provides 
that every investment advisory contract shall incorporate a provision 
that it is not assignable, and section 202(a)(1) defines an “assign- 
ment” as including a transfer of a “controlling block” of a corporate 
adviser’s outstanding voting securities. 

Problem: If the definition of “control” in the Investment Com- 
pany Act is applied to the Advisers Act, then any transfer of a minor- 
ity voting stock interest in a corporate investment adviser, so long 
as it involved more than 25 percent of the latter’s voting securities, 
would be presumed to constitute an assignment within the definition 
of section 202(a)(1) of the Advisers Act. And by specifically ex- 
cluding a minority interest in a partnership, it might well be thought 
that a minority interest in a corporate investment adviser came within 
the statute. 

From this it could follow that even the death of a minority stock- 
holder, so long as such deceased stockholder had owned more than 
25 percent of the voting stock, would be presumed to constitute an 
assignment of each and every investment advisory contract to which 
such corporate adviser was a party. 
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This seems to be a strained result and not within the basic intent of 
the Advisers Act. 

The definition of “control” in the Company Act is understandable. 
Investment companies subject to that act are invariably widely held. 
See, for example, Investment Company Act section 2(c) (1) exempt- 
ing an issuer whose securities are beneficially owned by not more eo 
100 persons. Thus, a 25-percent voting stock interest usually re 
resents voting control of an investment company subject to that act. 

On the other hand, it is well known that stock and interests in 
investment advisers are not widely but very closely held. Thus, the 
death of a minority stockholder owning more than 25 percent of the 
voting securities of an investment adviser would unnec essarily upset 
the business of an inc orporated investment adviser, without in any 
way benefiting the public interest. 

Pr roposed remedy: We therefore urge that the definition of “con- 
trol” as incorporated by reference from the Investment Company Act 
of 1940 should be eliminated, and section 202(a) (12) of the Invest- 
ment Advisers Act of 1940 be amended to read as follows: 


(12) “Investment company,” “affiliated person,” and “insurance company”— 
the word “control” is eliminated at this point— 
have the same meanings as in the Investment Company Act of 1940. 


A further desirable result of the above amendment would be to 
bring the provisions governing partnerships and corporate investment 
advisers into conformity and the two types of organizations treated 
alike. There seems to be no valid reason for applying two such dras- 
tically diverse rules as might result from the present provisions. 

2. Present law: The present statute does not give the Securities and 
Exchange Commission, which is charged with the enforcement of the 
Investment Advisers Act, the authority to exempt any transaction 
where the same might be nee essary and appropriate in the public 
interest and consistent with the act. Such a provision has been em- 
bodied in the Investment Company Act of 1940 and over the years has 
been applied without any harm or detriment to the public. 

Proposed remedy: We propose the addition of a provision reading 
as follows: 


Sec. 211(c). The Commission, by rules and regulations upon its own motion, 
or by order upon application, may conditionally or unconditionally exempt 
any person, analysis, report or transaction, or any class or classes of persons, 
analyses, report or transactions from any provision or provisions of this title 
or of any rule or regulation thereunder, if and to the extent that such ex- 
emption is necessary or appropriate in the public interest and consistent with 
the protection of investors and the purposes fairly intended by the policy and 
provisions of this title. 

We suggest the addition of this subdivision as section 211(c) with 
the remaining provisions of section 211 being relettered appropriately. 

Upon adoption of the bill now before us, the Securities and Ex- 
change Commission would have much greater and wider powers. 

We respectfully urge that in the exercise of such greater powers, 
there should be a correlative authority to exempt persons and trans- 
actions which may not be within the ‘basic intent of the act, and the 
exemption of which will not contravene the purpose of the act and 
the protection of the investing public. 
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We urge that the adoption of the above provision would simplify 
administration with regard to particular transactions. ; 

3. The Investment Counsel Association of America has proposed 
another amendment with regard to the use of the term “investment 
counsel.” It would eliminate the requirement that only those invest- 
ment advisers who were primarily engaged in furnishing personal 
supervisory services could call themselves investment counsel, and 
would permit investment advisers, a substantial part of whose busi- 
ness consists of such personal supervisory services, to call themselves 
investment counsel. 

One unfairness of the present statute has been that it has permitted 
a single individual to call himself investment counsel, whereas our 
company, with over 500 employees and about 20 percent of its busi- 
ness derived from personal supervisory services, could not do so. 

In that connection, may I point out that our planned investments 
department was established in 1929 for the purpose of furnishing 
personal supervisory services. Up to 1940 we referred to ourselves as 
investment counsel. However, with the adoption of the Investment 
Advisers Act in 1940, because we were not primarily in the business 
of furnishing personal supervisory services, we found that we were 
unable to call ourselves investment counsel, though we immediately 
registered as investment advisers. 

The association’s proposal will cure this clear unfairness. It will 
eliminate a source of friction within the industry itself. We there- 
fore support and urge its adoption. 

I would like to add this comment that is not in the prepared state- 
ment. 

Mr. Mack, you inquired of the attitude of the Commission. I have 
before me the testimony of the Chairman, Mr. Gadsby, on June 25 
before the Senate subcommittee, and I would like to read this para- 
graph: 

The Commission has no objection to any of these amendments insofar as they 
affect administration of the statute and the enforcement of its policy. However, 
I would emphasize that this last amendment relating to exemptive authority 
would impose an additional workload on the Commission and its staff and, as 
a consequence, would require additional funds for that purpose. 

In closing, I would like to thank the committee for this opportunity 
to be heard and for its consideration of these proposals. 

Mr. Mack. Which amendment was the Commission talking about? 

Mr. Baron. All three amendments. 

Mr. Sranu. It was referring to all our three amendments. 

Mr. Mack. Mr. Baron, do you have some other statement ? 

Mr. Baron. No, sir. We had submitted two statements, withdrew 
them, and simply coordinated everything into the one statement, that 
Mr. Stahl has made. 

Mr. Mack. You have nosupplementary statement / 

Mr. Baron. No, sir. 

Mr. Mack. Mr. Dollinger, do you have any questions? 

Mr. Dotirncer. No questions. 

Mr. Mack. Mr. Collier? 

Mr. Cotter. None, Mr. Chairman. 

Mr. Mack. Mr. Hemphill? 

Mr. Hempnityi. No questions, Mr. Chairman. 





su 
aff 


ves 


Pu 


na 
wl 
tio 
try 
the 
an 
sin 


as} 


hs 
2 see ee ee ee re en 


ST. 


ref 


me: 
its 

“in 
is | 
con 
bus 





' oF 


—— 


ve 
5 


ey 
er, 
ity 


as 


t? 


pW 
Lat 


SECURITIES ACTS AMENDMENTS, 1959 241 


Mr. Mack. Do you understand that this amendment that has been 
suggested so that you can call yourself investment counsel would 
affect any concerns other than your organization and Moody’s In- 
yestors Service ¢ 

Mr. Stant. Only one would occur to me. It would affect Fitch 
Publishers. I think that would be the only one that is of a similar 
nature. There may be others. 

Mr. Mack. You say that it would eliminate a source of friction 
within the industry itself? 

Mr. Staut. I would feel that it would; yes. 

Mr. Mack. I guess that would be friction between several organiza- 
tions like the three you have mentioned and the balance of the indus- 
try ¢ 

‘Mr. Stan. We find ourselves in the situation where—pardon using 
the word—investment counsel fees are well in excess of $2 million 
and we are not investment counsel, and Moody’s is in a somewhat 
similar situation. 

Mr. Mack. There is a little friction between you and the association 
as such ¢ 

Mr. Sranu. I didn’t know there was any friction. 

Mr. Mack. I am only quoting from your statement, sir. I am ask- 
ing questions. 

Mr. Srauu. Yes, there is. 

Mr. Mack. Thank you very much. 

Mr. John Connell of Loomis, Sayles, Boston, Mass. 

I understand you desire to testify on H.R. 2482. 





STATEMENT OF JOHN CONNELL, VICE PRESIDENT, LOOMIS, SAYLES 
& C0., INC. 


Mr. ConnELL. Yes, sir. 

Mr. Chairman and members of the committee, my name is John 
Connell. My residence is in Los Angeles, Calif. I am vice president 
of the investment counsel firm of Loomis, Sayles & Company, Inc., 
a Massachusetts corporation, and have been authorized by its execu- 
tive committee to represent this firm before your committee. 

I wish to address my remarks to an amendment of the Investment 
Advisers Act of 1940 proposed by Mr. Hazen H. Ayer, president of 
the Investment Counsel Association of America, Inc., before the 
U.S. Senate Committee on Banking and Currency, June 23, 1959, 
regarding S. 1182, which we understand to be a companion bill to 
H.R. 2482. 

It is our further understanding that the Investment Counsel Asso- 
ciation of America, Inc., through its representative, will propose, and 
in fact has proposed, the same amendment to your committee with 
reference to H.R. 2482, section 208(c), specifically as follows: 

It shall be unlawful for any person who makes use of the mails or of any 
means or instrumentality of interstate commerce in connection with his or 
its business to represent that he is an investment counsel or to use the name 
“investment counsel” as descriptive of his or its business unless such person (1) 
is registered under section 203 of this title; (2) his or its principal business 


consists of acting as investment adviser; and (3) a substantial part of his or its 
business consits of rendering investment supervisory services. 
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My firm, Loomis, Sayles & Co., Inc., is a member of the Investment 
Counsel Association of America, Inc., and believes that the associa- 
tion’s proposed amendment is sound and in the public interest except- 
ing 208(c)(3). Consequently, we propose the following amendment 
to the above amendment : 

Section 208(c) (3): Substitute the word “principal” in place of the 
word “substantial.” 

We believe that 208(c) (3) of the Investment Counsel Association 
of America’s amendment is unsound and undesirable legislation be- 
cause : 

1. Subsection (3) means that almost any investment adviser who 
rendered some supervisory service could be classified as investment 
counsel, even though this represented a relatively small proportion of 
his total business and even though in all other characteristics that ad- 
viser was not an investment counsel firm as understood today. 

2. Subsection (3) legislates a new definition of investment counsel 
which is contrary to the present-day accepted definition and under- 
standing of what an investment counsel firm actually is. I refer here 
to appendix A, which we might take up at the end of the report, un- 
less you wish to discuss it now. 

3. In subsection (3) the use of the word “substantial” rather than 
“principal” aims to help two individual firms—very fine and high- 
grade firms—to use the name “investment counsel” as descriptive of 
their business when the actual facts are that their overall business is 
principally the publishing of factual and statistical information and 
opinions on the merits of securities. Their business is not investment 
counsel in the generally accepted definition of that term. 

These companies which principally publish investment statistical 
and advisory information and opinions are not regarded in financial 
circles as investment counsel firms. 

The questionnaire in appendix A confirms this. We recognize the 
sincerity of these very respectable companies, but the facts are that 
they are not investment counsel firms and that it would be improper 
and unwise to legislate them into that category. 

(a) Even though the quality of these two firms is very high, the 
use of the word “substantial” in subsection (3) would open the door 
for “fringe” investment advisers to classify themselves as investment 
counsel even though their business was not principally the rendering 
of investment supervisory services. This would undoubtedly lower 
standards which have been built up in the public interest over the 
period of the last 20 years. 

The substitution of “principal” for “substantial” in 208(c) (3) 
would: 

(1) overcome the objections expressed above ; 

(2) be in agreement with the generally accepted definition of “in- 
vestment counsel,” as indicated in appendix A; 

(3) be in the public interest— 

(a) by providing the SEC with more definitive standards for 
the qualification of investment advisers seeking to use the term 
“investment counsel” ; 

(b) as a major step forward in the direction of raising further 
the standards of investment practice in this field ; 
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(c) by providing very sound definitive standards in this area 
for future guidance of State legislation. 


CONCLUSION 


Section 208(c) is a very valuable and necessary section of the In- 
vestment Advisers Act of 1940, particularly under today’s conditions 
where unwarranted speculation could cause serious damage to the 
economy. 

The amendment to 208(c) proposed by the Investment Counsel 
Association of America, Inc., with our added amendment would pro- 
vide a very strong, workable section 208(c) of H.R. 2482, a section 
which is highly desirable in the public interest for the overall regula- 
tion of this segment of the investment business. 

In appendix A we state the attached letter, which you will find on 
the following page, and questionnaire were sent on June 29 and June 
30, 1959, to 64 individuals, with the objective of determining, in invest- 
ment and financial circles, what is the understanding today—what is 
the definition—of an “investment counsel” firm. 

(Letter referred to follows :) 


Loomis, SAYLES & Co. INc., 
140 FEDERAL STREET, 
Boston, June 30, 1959. 

DEAR : We are in the process of conducting a survey of people 
close to the financial field or in the teaching of finance to learn how well known 
the “Investment Counsel” business is, and to find out whether over the years the 
term “Investment Counsel” has become clearly defined in financial circles. 

It would assist me greatly in making this survey if you could give me some 
quick answers to the attached questionnaire. 

With best regards. 

Sincerely yours, 








MAURICE T, FREEMAN, 
Executive Vice President. 
Mr. ConneEtu. This questionnaire was sent to the following types of 
financially well-informed people: 


Investment bankers__..-_-----~~- 14 lena G6 isis es ie sic tid 3 
Investment company officers__.._._. 5 Private trustees____.__..-___...---- 3 
Insurance company officers_____~~ 7 Private Imvestortiin.siccdet4552-~- 3 
Ree, POMCONG es ectececce O DR sacks en icwclngtenieecedesa i So 
| A aa. 10 COmIisakns~cmtinaset tie 
Teachers of finance............... 6 — 

OUI Ss icissts nant ta anepbies 64 


The 51 replies of the 64 sent out to this questionnaire confirm that 
in financial circles there is a clear understanding of “investment coun- 
sel” and that the characteristics of an “investment counsel” firm are: 

1. It confines its business principally to supervision of clients’ in- 
vestment portfolios on a personal, confidential basis—Questions ITId 
and IVa. 

2. It charges a fee quarterly or annually, based on a percentage of 
the principal of the funds under supervision—Question IIIg, 1. 

This questionnaire also confirms the fact that the financial publish- 
ing companies definitely are not regarded as investment counsel 
firms—Questions [IIe and V. 

In the questionnaire we had the following: 

I. Does the term “investment counsel” as applied to a firm in the investment 
business have a clear, distinct meaning to you? 

Yes—46 
No—5 
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II. Does the business done by an investment counsel firm have definite char- 
acteristics of its own that distinguish it from other phases of the investment 
business? 

Yes—50 
No—1 

II. Which of the following activities are typical characteristics of an invest- 
ment counsel firm? 

(a) Executes purchase and sale orders for its cilents on a commission basis, 
i.e., carries on a brokerage business. 

Typical—1 
Not typical—50 
(b) Carries on a security underwriting business. 
Typical—0O 
Not typical—5l 

(c) Carries on several activities, such as brokerage, underwriting, publishing 

of services, et cetera. 
Typical—1 
Not typical—50 

(d) Confines its business principally to supervision of clients’ investment 

portfolio on a personal, confidential basis. 
Typical—51 
Not typical—0O 

(e) Publishes a weekly investment service on business conditions and the 

stock market that is available to the public. 
Typical—1 
Not typical—49 

(f) Publishes a weekly investment service on business conditions and the 

stock market that is available to the public. 
Typical—O 
Not typical—5l 

(g) Charges a fee— 

(1) quarterly or annually based on a percentage of the principal of the funds 
under supervision. 

Typical—50 
Not typical—1l 

(2) based on a percentage of profits realized on transactions. 
Typical—1 
Not typical—49 

(3) based on commissiones for transactions carried out. 
Typical—2 
Not typical—48 

(4) based on a flat annual charge for a published service. 
Typical—3 
Not typical—46 

IV. As you understand the definition of “investment counsel,’ do you think 
that an investment counsel firm— 

(a) Confines its business principally to working directly with clients on the 
supervision of their portfolios? 

Yes—50 
No—0 

(b) Operates a business which is only partially, say, 25 percent to 35 percent 
that of working directly with clients on the supervision of their portfolios with 
the balance of the business in other phases of the investment field, such as 
brokerage, publishing, or banking? 

Yes—O 
No—47 

V. Do you recognize any of the firms below as being definitely investment 
counsel firms—or as not being investment counsel firms in the generally accepted 
definition of the term? 
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| Investment | Not 
counsel | investment 
counsel 

Moseley & Co, (a business broker or investment bank) ---..........--- | 0 | 47 
stist Susten Oot)... ee pidint damage arise cnlndgaicad abeegheibates aa 0 50 
The New York Trust Go. (a bank). 3 | 47 
Stein, Roe & Farnham Co, (an investme nt counsel in Chic: cago). 32 | 4 
Scudder, Stevens & Clark, Inc. (an investment counsel) -._....____-- | 48 | 0 
White, Weld & Co. (investment banking firm)--..-...........---- 5 | 0 48 
Loomis, Sayles & Co., Inc. (investment counsel firm) -.........--..-...-----.| 50 0 
Standard & Poor’s Corp-_-.-_---- a tcdnigeedaa cuhining aiddkhaeemhe kee thea | 1 43 
Moody’s Investor Service - -- deisctidh dehcstiieas nite tats etiihes eile ik anil a1 49 
The Kiplinger Washington Edit rs, Inc- CUO ID are 1 | 42 
United Business Service---._- x a 4 | 42 
Merrill Lynch, Pierce, Fenner & Smith_ beoeee are oe | 0 49 


Thank you very much. 

Mr. Mack. Does that conclude your statement ? 

Mr. Connect. That concludes my statement. 

Mr. Mack. Mr. Connell, I wonder if you could tell the committee 
who you represent. You have appeared here as an individual ? 

Mr. Connety. I represent Loomis, Sayles & Co., Inc., which is an 
investment counsel firm, a member of the Investment Counsel Associ- 
ation of America. 

Mr. Mack. You speak here officially as a member of the firm ? 

Mr. ConneEtu. Yes, sir. 

The executive committee of that corporation designated my appear- 
ing here and speaking for it. 

Mr. Mack. There seemed to be some question when the previous 
witness testified and I wanted to have that point clarified. 

Mr. Connetu. This is clear. 

Mr. Mack. Is your firm a member of the Investment Counsel Asso- 
ciation ? 

Mr. Connett. Yes, sir. 

Mr. Mack. Have you ever participated in discussions officially with 
the association ? 

Mr. Conne.u. Indeed, yes. 

We have a member of our firm, Mr. Van Dyne, who serves as a 
member of the board of governors of the Investment Counsel Associ- 
ation of America. Mr. Van Dyne has been away and during his 
absence the president of our company, Mr. Floyd McElroy, has met 
with the association in various meetings and in fact was present at the 
meeting when the association agreed, for reasons which we subse- 
quently decided were not well chosen, to take the position that they 
have. 

Therefore, the executive committee of our company decided, and so 
advised Mr. Hazen Ayre, the president of the association, and Mr. 
Dwight Rogers, the chairman of their legislative committee, that we 
were going ‘to take exc eptions to this position. 

Mr. Mack. You said your representative was there at the time the 
decision was made ? 

Mr. Connetu. He was. 

We are expressing this as a dissenting opinion. We have fought 
very hard for regulation of investment counsel for a long time in an 
effort to improve » the standards. We are very anxious to improve the 
standards. We do not wish to propose class legislation or restrictive 
legislation for our own personal benefit. We are proposing only 
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legislation which any person who will conform to it would be a wel- 
come member of the profession. We are trying to build a profession 
in our firm. 

Mr. Mack. It was my understanding that the SEC did not ree- 
ommend any amendment to section 208(c). Is that your understand- 
ing? 

Mr. Connetu. They have not ? 

Mr. Mack. Yes. 

Mr. Connetu. I would not know. 

Mr. Mack. If I understand you correctly, in your testimony you 
have suggested an amendment to another amendment which has been 
suggested. 

Mr. ConneLu. That is correct. 

Mr. Mack. Why have you suggested an amendment rather than just 
opposing the proposed amendment ? 

Mr. ConneLu. We are quite in favor of most of the amendment. 
In fact, the first section of the amendment as proposed by the Invest- 
ment Counsel Association, which refers to the use of the mails, dis- 
tinctly tightens the regulation of who may use the term “investment 
counsel.” This we like. We are very much in favor of this. 

We have no objection to item 1 or item 2. It is item 3, where the 
word “substantial,” which in our view lowers the requirements, rather 
than increases the requirements, which is objectionable. 

Mr. Mack. Basically you are in agreement with the amendment 
suggested by the association ? 

Mr. Connex. With the exception of sub. 3. 

Mr. Mack. Mr. Dollinger, do you have any questions ? 

Mr. Dotiincer. Yes. 

Mr. Connell, we are interested, are we not, to protect the investing 
public? 

Mr. ConneEtu. Yes, sir. 

Mr. Dotiineer. Is there anything in the statute that would pro- 
hibit me, without any previous background or experience in the in- 
vestment field, from registering as an investment counselor? 

T have that right, do I not ? 

Mr. Connett. I believe you do and I think it is unfortunate in a 
way. 

Mr. Dotirncer. In your prepared statement you feel that the two 
services, Moody’s and Standard & Poor’s, should not and do not 
qualify because they are not primarily investment counselors? 

Mr. Connety. Yes, sir; although they are very highly reputable 
firms. 

Mr. Dotirncer. Would you question the fact that they have the 
experience and background to be able to act as counselors ? 

Mr. Connetzi. No. Our objection is not addressed to Moody’s and 
Standard’s statistics. 

Mr. Doriincer. I appreciate that, but they would be involved in 
this thing, would they not ? 

Mr. Connety. Yes. 

Mr. Dottincer. In your survey that you obtained, it is indicative, 
is it not, that the people that you sent these surveys to feel that 
Moody’s and Standard & Poor’s are not investment counselors ? 

Mr. Connett. That is correct. 
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Mr. Doriincer. Is that the basis on which you think that they 
should be excluded ? n 

Mr. Conn. No; it is upon the basis that they are not primarily 
engaged as investment counselors. 

Mr. Dotiincer. You are primarily concerned to make sure that 
others who might be in the same category would not be able to qualify ? 

Mr. Connetu. Correct. 

Mr. Dotuincer. Would there be any objection on your part in 
writing the statute so that firms such as Standard and Poor’s or 
Moody’s could be accepted ? 

Mr. ConneLt. We would have no objection providing it wouldn’t 
open the door to so many others who could categorize themselves in 
the same fashion. 

Mr. Doturncer. Why would you not submit an amendment then to 
this committee to indicate that all those who wished to qualify, those 
who are in the business now and those who want to go in the business 
must have something to go on, some background, to show that they 
have the knowledge, ability, and training and other things which are 
so important to protect the public? 

Mr. ConneELL. This becomes illusory. 

It is very difficult to establish these standards, as I am sure the 
Securities and Exchange Commission would admit. The test of 
ability, the test of experience, is very difficult to establish in a standard 
basis. It opens the door to an extremely difficult job of policing. 

Mr. Dotirncer. The door is open now. Anybody can qualify. 

Mr. Conne.t. Of course what we are trying to do is work toward 
tighter regulations. 

Mr. Dotiincer. Why do you not start from the very beginning 
and make sure those who are in are qualified and make sure those who 
want to follow are qualified, and not try to exclude those who are 
qualified, but because of some technicalities do not meet your standards. 

Would that not be the better approach ? 

Mr. Connewu. I think it would be a very difficult approach. 

Mr. Dotiincer. Frankly, I can appreciate your position, but I can- 
not see how we can accept your theory or your feelings in the matter 
and write this thing in such fashion to exclude two firms that you say 
are reputable and qualified and can do a job. 

It would be unfair to them, I think, and unfair to the investing 
publie. 

Mr. Connetu. I would think that it would be possible perhaps for 
Moody’s and Standard’s statistics to establish their own investment 
counsel companies, which would qualify perhaps. 

Mr. Doturncer. The testimony I think this morning by the presi- 
dent of Standard and Poor’s is that they do have a service, do they 
not, with fees of what? Two million dollars, was it? 

They certainly in my opinion would qualify for that service. 

Mr. Conneti. The point we are trying to make is not to single out 
any two firms one way or the other. 

Mr. Dotirncer. I know you did not mean to single them out. 

I was trying to find out whether we could not make sure that they 
would be protected if they are rendering a service to the public. 

Mr. Connett. This is a difficult problem that we can’t give you ad- 
vice on. 
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Our problem is simply that this is a time in our economic develop- 
ment when we hardly think it 1s appropriate to lower the bars in any 
way. 

Mr. Dottrncer. I have no further questions, Mr. Chairman. 

Mr. Mack. Mr. Hemphill? 

Mr. Hempenitt. No, thank you, Mr. Chairman. 

Mr. Conneti. Thank you. 

Mr. Baron. Mr. Chairman. 

Mr. Mack. I am going to have to insist on orderly procedure here. 
I hesitate to. I am giving everyone an opportunity to testify. If 
someone has something further to add, I certainly will permit him to 
submit a suppleme ntal stateme nt, but I do not believe that we should 
return people to the stand because he takes exc eption to the testimony 

of subsequent witnesses. If there is any desire on the part of any of 
the individuals to reappear at a later date, the Chair will cert: Linly 
consider it. I would prefer today to proceed with the witnesses who 
have been scheduled. 

Are there any other witnesses who desire to be heard on H.R. 2482? 

Our first witness on H.R. 2481 will be Mr. David W. Wallace. 

Mr. Watuace. Could Mr. Gray go before me? Some of my re- 
marks pertain to what Mr. Gray might say. 

Mr. Mack. I might say I know we have completed our hearings on 
H.R. 2482 and any of the gentlemen who wish to be excused at this 
time will be granted that permission because we are in limited quarters. 

I hope that you gentlemen fully sympathize with us and appreciate 
the fact that we are trying to conserve the taxpayers’ money. 

Our first witness this morning then is Mr. James B. Gray, general 
counsel of the New York Central Railroad. 

Is that correct ? 


STATEMENT OF JAMES B. GRAY, GENERAL COUNSEL, THE NEW 
YORK CENTRAL RAILROAD CO. 


Mr. Gray. That is right. 

Mr. Mack. You are appearing as general counsel for the New York 
Central? 

Mr. Gray. That is right, with offices at 466 Lexington Avenue, New 
York, N.Y. 

I am appearing in opposition to section 7 of H.R. 2481, which would 
amend paragraph (9) of section 3(c) of the Investment Company Act 
of 1940 so as to authorize the Securities and Exchange Commission by 
order to remove the present exception from that act for certain com- 
panies now subject to regulation under the Interstate Commerce Com- 
mission. 

The amendment would permit the Securities and Exchange Com- 
mission to subject to regulation by it under the Investment Cc ompany 
Act, in addition to regulation by the Interstate Commerce Commis- 
sion under the Interstate Commerce Act , a company primarily en- 
gaged in the business of investing, reinvesting, owning, holding, or 
trading in securities. 

The New York Central is not such a company and, as far as I know, 
nobody intends to change the congressional policy against dual regula- 
tion as far as railroads and railroad systems are concerned, 
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However, it does appear to be a purpose of the proposed amendment 
to make Alleghany Corp., the parent company of the New York 
Central system, subject to SEC jurisdiction under the Investment 
Company Act. If this comes about, one of the effects of the amend- 
ment would be to make the companies comprising the New York 
Central system also subject to extensive regulation by the SEC, in 
addition to the regulation to which those companies are now subject 
under the Interstate Commerce Act. 

Our concern is not as to the effect of the amendment on Alleghany 
Corp., but as to the effect on the New York Central Railroad Co. 
and its system companies. It is this latter effect which prompts this 
statement. 

The New York Central Railroad Co. is the parent carrier of a system 
of companies primarily engaged in the transportation business and 
not in the business of investing, reinvesting, owning, holding or trad 
ing in securities. The proposed amendment would not subject the 
New York Central Railroad Co. or any of the companies in its sys- 
tem to regulation under the Investment Company Act as an invest- 
ment company. 

However, the New York Central, and through it its system com- 
panies are controlled by Alleghany Corp. and if, through the pro- 
posed amendment, Alleghany is brought within the Investment Com- 
pany Act, the Securities and Exchange Commission would have the 
power under section 17 of that act to regulate transactions involving 
members of the Central system and other affiliated carriers which are 
already subject to regulation by the Interstate Commerce Commission. 

In its memorandum in support of section 7, the Securities and Ex- 
change Commission names Alleghany Corp. “as the most significant 
case in point.” There seems no doubt, therefore, that if section 7 
becomes law, the Securities and Exchange Commission would make 
the necessary findings and order to subject Alleghany Corp. to the 
Investment Company Act. 

Section 17 of the Investment Company Act places restrictions upon, 
and grants the power to the Securities and Exchange Commission to 
regulate various interaffiliate transactions. These are transactions 
involvi ing, on the one hand, companies controlled by a registered in- 
vestment company, in addition to the registered company itself and 
its promoters or underwriters, and, on the other hand, persons affiliated 
with the investment company or affiliated persons of such persons. 

The breadth of this power to regulate can be measured by the 
persons it can reach; its depth, by the transactions it covers. 

First, as to the controlled companies, Alleghany controls Central 
through the control of 17.5 percent of the voting power of its out- 
standing stock and as the result of a proxy fight in 1954. The Inter- 
state Commerce Commission has found that such control exists and 
there is no doubt that Central would be found to be a controlled com- 
pany within the meaning of the Investment Company Act. 

The New York Central System is made up of more than 50 carriers 
subject to the Interstate Commerce Act. Some of the carriers are 
jointly controlled with other railroads, but 31 are controlled solely 
by the Central and thus indirectly by Alleghany. 

For example, one of those controlled subsidiaries is the Pittsburgh 
& Lake Erie Railroad Co., a class I railroad which in 1958 had gross 
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revenues of $31,242,074. These carriers would also be companies con- 
trolled by Alleghany Corp. within the meaning of the Investment 
Company Act. 

If H.R. 2481 is passed in its present form, the carriers thus con- 
trolled by the Central, and the Central itself, would become subject 
to SEC regulation in their transactions with companies regarded as 
affiliates of Alleghany and with affiliates of such affiliates. 

The same 31 controlled companies and the Central itself would 
become subject to SEC regulation in their transactions with com- 
panies regarded as affiliates of Alleghany and with affiliates of such 
affiliates. The same 31 controlled companies and the Central itself 
are also affiliates of Alleghany, within the meaning of the Investment 
Company Act. 

There are, in addition, 31 carriers affiliated with Central through 
stock owned by Central which, through Alleghany’s control of Cen- 
tral, are persons affiliated with Alleghany. Included within those 
companies are such well-known companies as Railway Express 
Agency, Inc., the Pullman Co., the Reading Co., Delaware, Lacka- 
wanna & Western Railroad Co., and the Illinois Terminal Rail- 
road Co. 

The third class of affiliated companies of a company affiliated with 
Alleghany would be a long list, including the major railroads of the 
United States. Joint ownership of terminal or switching carriers 
is commonplace in the railroad industry. 

For instance, the stock of the Illinois Terminal Railroad Co. is 
owned in equal shares by 11 class I railroads. Each of the 11 carriers, 
one of which is the New York Central, owns 4, of the company. 
Inasmuch as the Illinois Terminal Railroad Co. is an affiliate of 
Alleghany within the meaning of the Investment Company Act, each 
of the other 10 railroads are affiliated persons in that affiliate. The 10 
railroads are: Illinois Central; Wabash; Baltimore & Ohio; Chicago 
& Eastern Illinois; Chicago, Burlington & Quincy; Chicago, Rock 
Island & Pacific; Gulf, Mobile & Ohio; Litchfield & Madison; New 
York, Chicago & St. Louis; and St. Louis & San Francisco. 

That’s the Big Four into Frisco. 

The Sante Fe, Southern Pacific, Pennsylvania, Erie, Lehigh Valley, 
New Haven, Union Pacific, Northwestern, Milwaukee, Missouri 
Pacific, Southern, Louisville & Nashville, and others could be added 
to the list in the same manner. 

The result is that the 31 carriers controlled by the Central, as well 
as the Centra] itself, would be subject to the restrictions of section 17 
of the Investment Company Act in their dealings with each other 
within the New York Central system, in their dealings with 31 other 
carriers affiliated with the Central, and, additionally, in their dealings 
with practically every other major railroad of the country. 

The scope of the transactions which could be regulated under sec- 
tion 17 is just as broad as the person’s transactions with whom it 
could be reached. 

Under paragraph (a) none of the carriers I have mentioned or any 
company in the New York Central system could sell to or purchase 
from the New York Central Railroad Co., or any of the 31 carrier 
companies controlled by it, any property, except certain securities, 
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unless the Securities and Exchange Commission approved such trans- 
action upon application and after evidence. 

If Central is subjected to section 17, it would mean that without 
such approval the New York Central could not purchase the assets of 
one of its subsidiary carriers to effectuate a corporate simplification, 
a transaction which, of course, would also have to be approved by 
the Interstate Commerce Commission. 

Similarly, without SEC blessing it would be unlawful to have sales 
or purchases of new or used engines, cars, equipment, rails, or other 
railroad property, including branch lines or spur lines, even though, 
insofar as the property involved was property used for transporta- 
tion purposes, it would require the approval of the Interstate Com- 
merce Commission under section 5 of the Interstate Commerce Act. 

These are not insolated examples. Carriers frequently purchase 
properties from one another. The sale of property between members 
of the Central system is an ordinary occurrence. 

But this power to regulate goes even deeper. 

Under subparagraph (d) of section 17, the Securities and Exchange 
Commission would have the power, if section 7 of the bill is passed, 
to regulate any transaction in which any of the many carriers I have 
mentioned, or any of the members of the New York Central system 
is a joint or a joint and several participant with the New York Cen- 
tral, the Pittsburgh & Lake Erie, or any other company controlled 
by the New York Central. There are innumerable transactions oc- 
curring daily which would fall within that regulatory power. 

New York Central handles shipments every day under joint rates 
with the other carriers I have named and each of those carriers is a 
joint participant in the transaction. The revenues received are di- 
vided according to divisions jointly established. The carriers join 
together in establishing per diem rates for the payment to the car 
owner for the use of cars. Central’s cars move daily on the railroads 
of those other carriers and their cars are used daily by Central. 

Central participates with the other railroads in pooling arrange- 
ments. The financing of jointly owned terminal facilities and switch- 
ing companies is frequently done by the terminal or switching com- 
pany issuing bonds guaranteed by their proprietory companies. Cen- 
tral jointly participates in such transactions with the affiliated com- 
panies I have named. 

All of such transactions could be made the subject of rules and reg- 
ulations by the Securities and Exchange Commission if section 7 were 
passed, and indeed, the Commission has adopted rule N-17D-1 which 
would require prior approval of most of such transactions. Such trans- 
actions are presently subject to regulation by the Interstate Commerce 
Commission under the Interstate Commerce Act. 

Other examples could be given but the ones I have named are suffi- 
cient to show that the regulatory power which would be lodged in 
the Securities and Exchange Commission by section 7 would cover 
transactions vital to the daily operation of the New York Central. 

Section 12 of the Investment Company Act would also place restric- 
tions upon the Central as a controlled company. 

The dual regulation which would result if section 7 becomes law 
would create an intolerable burden on the New York Central. 

48168—60——17 
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In addition to being subject to the all-pervasive regulatory power 
of the Interstate Commerce C ‘ommission, as well as regulatory com- 
missions in each of the States in which it operates, it would subjected 
to yet another set of regulatory rules of conduct. 

On the one hand, its conduct would be examined in the light of 
the national transportation policy by a body having expertise in 
transportation; on the other hand, a body lacking familiarity with 
transportation would examine proposed transactions in an entirely 
different light, the policy and purposes of the Investment Company 
Act. 

There is no sound justification for increasing the present extensive 
regulatory control over the New York C entral system by subjecting 
transactions to which it is a party to more regulatory control which 
would be inapplicable to other railroads and competitors if a member 
of the Central system was not a party to the transaction. Such addi- 
tional, and in many instances dual, regulation would further weaken 
Central’s ability to meet its ¢ ompetition at a time when its competitive 
position should be strengthened, not weakened. 

The Securities and Exchange Commission itself does not appear 
to have intended that any carrier be subjected to dual regulation, 

In its memorandum in support of the pending bill it accepted 
expressly as a basic premise that: 

The intent of section 3(c) (9) in providing an exception from the act was to 
avoid subjecting a railroad or a railroad holding company to dual regulation 
under both the Interstate Commerce Act and the Investment Company Act. 

Apparently the frequency and the scope of inter-affiliate transac- 
tions in the railroad industry was overlooked. 

Congress has established a policy of avoiding dual regulation and 
there appears to be no valid reason why that policy should now be 
changed. The statute itself should protect against such dual regu- 
lation. It is no answer to say that the Securities and Exch: ange Com- 
mission could exempt any person, security, or transaction from the 
act or refrain from adopting rules and regulations applicable to inter- 
affiliate transactions. 

If the power is granted in the statute, the duty to administer that 
power, and the temptation to exercise it, is ever present. 

H.R. 2481 should be amended by deleting section 7. 

Mr. Mack. It is my intention to adjourn the committee and recon- 
vene at 2:30 this afternoon. 

Would you be available for questions at that time? 

Mr. Gray. Yes. 

Mr. Mack. Mr. Dollinger, did you have anything at this point. 

Mr. Dotircer. No. 

Mr. Mack. I also would like to inquire as to whether we have all 
the witnesses listed. 

I have listed here Mr. Gray, Mr. Wallace, Mr. Anderson, Mr. Wat- 
kins, and Mr. Eaton. 

Is there anyone else that is not included who desires to testify this 
afternoon ¢ 

The committee stands adjourned until 2:30 this afternoon. 
(Thereupon, at 12 noon, the committee recessed, to reconvene at 
2:30 p.m., same day.) 
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AFTERNOON SESSION 


Mr. Mack. The committee will come to order. We are going to 
= = 

continue the testimony of Mr. James B. Gray. 

Mr. Hemeniiy. Thank you, Mr. Chairman. 

I am sorry I had to leave during your testimony, but I had an 
engagement. : weer 

Do I understand your testimony correctly that the only objection 
you have to H.R. 2481 is section 7, which is found on page 44 


STATEMENT OF JAMES B. GRAY—Resumed 


Mr. Gray. That is true. 

Mr. Hempuiyi. Suppose the (B) part of section 7 were eliminated, 
would you still have the same objection ? 

Mr. Gray. Yes, sir. That would make it worse. 

Mr. Hemeniin. You think that would make it worse instead of 
better. 

It was in 1954 when, you said, Alleghany got control of your system, 
is that right? 

Mr. Gray. That is correct. 

Mr. Hempuux. At that time who had the jurisdiction over Alle- 
ghany? The ICC, or the SEC, or whom? 

Mr. Gray. At that time the Alleghany Corp. was subject to the 
jurisdiction of the ICC. It was shortly afterwards that was con- 
tested in the courts, but it finally ended up in the Supreme Court. 

Mr. Hempeuity. Which approved the jurisdiction of the ICC? 

Mr. Gray. Of the ICC. 

Mr. Hempuityi. The Alleghany at that time was designated as 
what? A holding company for the purpose of holding railroad stock 
and other stock ¢ 

Mr. Gray. Under the Interstate Commerce Act, it was not desig- 
nated as a holding company as such. It was designated as a company 
controlling two or more carriers. 


Mr. Hempnii1i. What is its position today? That it is or is not a 
holding company ¢ 


Mr. Gray. The Alleghany Corp. I believe is a railroad holding 
company. 

Mr. Hemp. That is the premise on which you base your testi- 
mony today ? 

Mr. Gray. No. The purport of my testimony is that the Investment 
Company Act of 1940 controls not only the investment company itself, 
but goes beyond and controls transactions between affiliates of that 
investment company. 

Mr. Hemrniti. Under section 17? 

Mr. Gray. Section 17. 

Therefore, because of the proposed amendment, if Alleghany by 
order is made subject to the Investment Company Act, that will auto- 
matically bring under the jurisdiction of the SEC transactions be- 
tween the carriers within my system. 

Mr. Hemrut. I read that part of your testimony. I understand 
fully what that part is, but I believe you said in your testimony that 
if we kept section 7 in the bill, it would not be possible from an 
administration standpoint to eliminate a great many of the evils that 
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ou outlined, or at least said were evils in your testimony, because J 
ae your testimony said that the SEC would be under a duty to 
regulate and be tempted to regulate. 

Mr. Gray. That I believe is true. 

Mr. Hempuiiy. However, you do not believe the SEC as an admin- 
istrative agency could set up the rules and regulations necessary to 
perhaps accomplish the purpose, if there be a purpose, of jurisdiction 
over the Alleghany Corp. because of its trading its stock, and yet 
delineate from its jurisdiction your system and its affiliates? 

Mr. Gray. Yes, I believe that the SEC would have the power ad- 
ministratively to exempt all the transactions about which I am com- 
plaining between carriers. They would have the power to enter an 
administrative order exempting all those transactions. 

My point is that I believe that I am entitled to have that exemption 
written into the law rather than by an administrative body to decide 
when they want to regulate me or not, that if I am to be regulated, 
there should be a purpose and a benefit to be derived from that, and 
that unless there is a good purpose for having me regulated by the 
SEC, I think that under our system I should be exempted by law and 
be governed by law and not by the men on an administrative body. 

Mr. Hempuity. A great many of us, I suppose, are suspect of the 
administrative agencies and the abuses, current, past, and potential, 
but do you contend that section 17 now gives them some jurisdiction ? 

Mr. Gray. Not over me. 

Mr. Hempuitt. However, you contend it does over Alleghany ? 

Mr. Gray. No, sir; not now. As long as the present law is in effect, 
Alleghany is exempt as an investment company by law and as long as 
Alleghany is exempt, section 17 does not apply to me. 

Mr. Hempuity. I see what youmean. Thank you. 

Thank you, Mr, Chairman. 

Mr. Mack. Thank you, Mr. Gray. 

At this time the Chair will recognize Mr. Charles F. Eaton, Jr., 
National Association of Investment Companies, for a period not to 
exceed 15 minutes. 


STATEMENT OF CHARLES F. EATON, JR., ACCOMPANIED BY 
VINCENT L. BRODERICK, GENERAL COUNSEL, ON BEHALF OF 
NATIONAL ASSOCIATION OF INVESTMENT COMPANIES, NEW 
YORK, N.Y. 


Mr, Eaton. I will do my best, Mr. Chairman; thank you, sir. 

Mr. Mack. I hesitate to place that limitation upon you, but I am 
complying with a special request that you have made. 

Mr. Eaton. What I have to say is in written form and will be sub- 
mitted for the record, anyway, sir. 

I am Charles F. Eaton, Jr. I live in Duxbury, Mass. I am the 
president of Eaton & Howard, Inc., Boston, a firm which has been en- 
gaged in the business of investment managers for more than 30 years. 
Our firm has been the investment manager for Eaton & Howard 
Balanced Fund and Eaton & Howard Stock Fund, open-end invest- 
ment companies, since their organization 28 years ago. 

I am appearing here on behalf of the National Association of Invest- 
ment Companies, of which I am a member of the board of governors. 
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With me is Vincent L. Broderick, general counsel of that associ- 
ation. 

Our association is composed of management investment companies 
of the open-end and closed-end types. ‘A memorandum on behalf of 
the association with respect to H.R. 2481 has been filed, and we request 
that that memorandum be made a part of the record of this hearing. 

Mr. Mack. Without objection, it will be made a part of our perma- 
nent record. 

Mr. Eaton. From that statement it will be seen that the NAIC is 
strongly opposed to two of the proposals; that is, section 12 and sec- 
tion 16 of the bill which relates to investment polic y, and section 13 
of the bill relating to the composition of boards of directors of man- 
agement investment companies. 

I should like to speak about the first proposal which involves an 
expansion of section 8(b) of the Investment Company Act, with a 
correlative ch: ange in section 13(a). 

It might be well to say a word as to what a management investment 
company does. Without going into the technical and legal definitions 
of the 1940 act, I think it fair to say that a management investment 
company provides a medium whereby the funds of many inv estors 

may be pooled and invested under continuous professional supervision 
in securities issued by business corporations. 

When the Investment Company Act of 1940 was adopted, a basic 
element of agreement was that there should be not interference by 
the Securities and Exchange Commission with the free exercise of 
investment judgment by management. It is our belief that the his- 
tory of the industry since 1940 has fully justified that decision. 
Doubtless there have been some instances in which managements have 

made unwise investment decisions, and of course some managements 
have proved to be wiser than others, but we do not believe that the 
restriction now proposed would have altered that situation. 

As the law now stands, any investment company may either by 
charter provisions or by recitals of fundamental policies under sec- 
tion 8(b) of the act restrict to any extent that it sees fit the invest- 
ments discretion of its management. In some instances this course 
has been followed, usually to meet the requirements of State laws, 
occasionally for voluntary limitation of objectives, but in the areas 
covered by this proposal the general pattern has been not to restrict 
the exercise of management discretion. It is perhaps of some weight 
that this course has not met with any investor resistance. 

Let us look closely at the specific areas in which this proposal would 
restrict the discretion of management. 

First, every company must recite the extent to which it intends gen- 
erally to invest in bonds, preferred stocks, and common stocks, re- 
spectively. The word “generally” perhaps excludes the idea of an in- 
flexible mathematical formula. 

Moreover, there is a proviso permitting reservation of freedom of 
action “for the protection of investors” which the SEC Chairman 
has characterized as permitting the purchase of “defensive securities.” 

But how are these words to be interpreted and by whom? 

In the first place, the SEC or its staff will scrutinize and may even 
censor the recitals as composed by the company, its officers and counsel. 
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Suppose a particular company says, “It has always been our policy 
and it still is our policy that the management shall have complete 
discretion to invest in any or all types of securities and to shift from 
one type to another as we think we see opportunities to benefit our 
shareholders.” This is in substance, although not in direct quotation 
the position taken by some highly respected open-end companies, 
and so stated in their prospectuses. It is the basis upon which large 
numbers of investors have purchased their shares. 

If the law is amended as proposed by the SEC, it may well be 

that the Commission, through its staff, will say, “That won't do, 
You must adopt a more restrictive policy. You must devise some 
form of words to describe what course of action you will take in the 
face of circumstances which you cannot now foresee.” 
_ The Commission may insist that the extent to which it intends to 
invest requires maximum and minimum limits for each class of 
securities. This would force upon such a company the adoption of a 
policy which is not and never has been its policy, and which is not 
understood by its shareholders to be its policy. This we think is 
wrong. 

Next let us assume that a recital has been devised which the SEC 
will accept. 

Consider the problems of management in shaping its day-to-day 
and year-to-year investment activities so as not to deviate or appear 
to deviate from the policy so recited. To anyone having actual ex- 
perience in carrying on the business of investing other people's 
money, it is not a pleasant prospect, especially the continuing threat 
that tae SEC may at any time in the future express its disagreement 
with your interpretation. 

Chairman Gadsby of the SEC, subsequent to this testimony before 
this committee on this bill, filed with the Senate subcommittee in the 
hearings on §. 1181, which is identical with H.R. 2481, a memorandum 
of the Division of Corporate Regulation which seeks to reply to the 
written statement of the NAIC and my oral statement to that sub- 
committee. 

In that memorandum, the SEC states that we have apparently mis- 
conceived the nature of the proposal, and states its understanding that 
under the proposed amendment an investment company may reserve 
as much flexibility as it desires. This is a different interpretation of 
the language of the proposal than we had supposed the SEC would 
take, and different from what appeared implicit in Chairman Gadsby’s 
explanation to this committee. 

If this interpretation is accepted by the Congress, it may alleviate, 
although only partially, the problem, which we seriously fear, of 
stating a policy with the degree of certainty which the SEC or its 
staff deems appropriate. 

I say this interpretation may only partially alleviate the problem as 
to the statement of the investment policy. The SEC memorandum on 
this amendment filed in the hearings on S. 1181 states that— 

The terms “balanced fund,” “growth fund,” “income fund,” and the like are 
words which have taken on definite meaning in the financial world. 

I question the accuracy of this generalization. I think the quoted 
terms do give indication of the objectives of an investment company, 
but I think they mean somewhat different things to different people. 
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I fear the implications from the SEC memorandum that all the 
world is or can be divided into pigeonholes with neat tags. 

I believe that the management of an investment company which 
desires to be and to describe itself as a “balanced fund,” an “income 
fund,” or a “growth fund” should be permitted to say what the man- 
agement means by those terms without being bound by the SEC’s 
notions of what these words should mean. 

Our difficulties here arise in part out of a fear that the typical ex- 
amples of investment policy statements as set out in appendix B to that 
memorandum may be treated by the SEC as models to which any 
balanced fund, growth fund, et cetera, must conform. 

Is the SEC to have the power to impose its views as to what invest- 
ment policy such a fund must have and to change those views from 
time to time ? 

The second area of the proposal relates to objectives such as income, 
capital appreciation, and preservation of capital. This is less ob- 
jectionable than the first area above discussed in one respect, and that 
is, that it is applicable to only those companies which emphasize one 
or more of those objectives. 

Apparently, if you keep your objectives to yourselves you don’t 
have to recite them, and accordingly you can change them. But this 
isn’t very helpful. 

Many existing companies do emphasize one of these objectives as 
being paramount in their investment outlook. Moreover, it would 
be pretty difficult not to say something about it, if only that they 
are all recognized as being important. In this area it would seem that 
the difficulty is not so much in reciting the objective. The real diffi- 
culty lies in the fact that the best minds will always differ as to 
whether a particular investment is appropriate to the objective stated. 

That brings us again to the big problem. 

Is the SEC going to assume the role of analyzing the investments 
of every company which has stated one or more of these objectives 
and substitute its judgment for that of management as to whether a 
stated objective is being followed in the investment performance? 

Our view is that that function may better be left to the investors 
themselves and to the professional analysts, having in mind that full 
information is always available through the annual and periodic re- 
ports required by law and the prospectuses of companies which are 
offering their shares for sale. 

I should note that there is nothing in the staff memorandum filed 
by Chairman Gadsby in the hearings on S. 1181 which gives me any 
comfort as to this problem which I consider very serious. 

The other two areas of investment management covered by the 
roposal are, third, geographical limitations on investment, and, 
ourth, investment for the purpose of exercising control or manage- 

ment of portfolio companies. These are much less important than 
the first two areas which I have discussed. 

There are only a few companies which purport to limit their in- 
vestments to a limited geographical area, and perhaps equally few 
which do in fact invest in such a way as to obtain control or exercise 
management, whatever that means, of other companies. 

I have no personal experience with either type of company, and 
therefore express no opinion as to how seriously the requirements of 


\ 
i 
‘ 
' 





258 SECURITIES ACTS AMENDMENTS, 1959 


the proposed amendment would present practical difficulties or undue 
restriction of investment discretion to the comparatively few com- 
panies which would be affected. 

I want to make it plain that our objections to this proposal go much 
deeper than phraseology. 

We believe that in the delicate field of investment decisions the ut- 
most flexibility should be permitted to management. We recognize 
that many companies in their reports and prospectuses do attempt to 
describe their investment policies, objectives or philosophy. This jg 
as it should be, but in the nature of things, such statements cannot 
be precise. 

As conditions and circumstances change, there will always be dif. 
ferences of opinion as to whether a given course of action is well cal- 
culated to achieve the desired results. If management is to earn its 
salt, it must be free to act promptly and to make its own decisions, 
which may and often will involve the interpretation of its own pre- 
vious statements of policy. 

In some instances this freedom may be abused, and in others it will 
be unwisely exercised, especially in the light of hindsight, but with- 
out such freedom management cannot do its best. 

If this proposal is adopted, we foresee at least two undesirable 
results : 

First, that management will be less rather than more precise 
in expressing its investment philosophy; and 

Second, that it will be hampered by fear of being accused of 
having deviated from a stated policy in translating its philosophy 
into action. 

I cannot find anything in the SEC’s testimony which indicates that 
there is any need to give the SEC the increased power which its pro- 
posal for the amendment of sections 8(b) and 13(a) of the 1940 act 
implies. Accordingly, our association urges strongly that sections 
12 and 16 be stricken out of the bill. 

I believe that the views of the association with regard to the amend- 
ment proposed in section 13 of the bill are sufficiently covered in the 
statement which has been submitted and, accordingly, I will not take 
the time of the committee on this. I am not allowed it anyway, not 
because of lack of courtesy. 

I would only note that there are already many restrictions making 
it difficult for investment companies to secure competent directors. 
I would also note that the existing provisions of section 10 were not 
drawn up inadvertently, but were carefully worked out in 1940. 

It is the recommendation of the association that section 13 also be 
stricken out of the bill. 

Thank you, sir. 

(Memorandum referred to follows :) 


MEMORANDUM ON BEHALF OF NATIONAL ASSOCIATION OF INVESTMENT COMPANIES, 
61 Broapway, New York, N.Y., WitH Respect To H.R. 2481, Wnicn WovuLD 
AMEND, IN VARIOUS PARTICULARS, THE INVESTMENT COMPANY Act OF 1940, AS 
AMENDED 


This statement is submitted on behalf of the National Association of Invest- 
ment Companies with respect to H.R. 2481, presently pending before this 
committee. 

The National Association of Investment Companies consists of 179 manage- 
ment investment companies, all of which are registered with the Securities 
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and Exchange Commission under the Investment Company Act of 1940. Of 
these, 24 are closed-end companies and 155 are open-end.* 

As of March 31, 1959, member companies of this association had aggregate 
assets of approximately $15.8 billion, $14.1 billion held by open-end companies 
and $1.7 billion by closed-end companies.’ As of the same date approximately 
41 million shareholder accounts were outstanding in our member companies, 
3.8 million in open-end companies and almost 300,000 in closed-end companies. 
Many persons hold more than one account, but it is estimated that as of the 
same date approximately 2 million people held shares in management invest- 
ment companies which were members of this association. 


POSITION OF THE NATIONAL ASSOCIATION OF INVESTMENT COMPANIES WITH RESPECT 
TO H.R. 2481 


The National Association of Investment Companies opposes two substantial 
changes in the investment company act which would be effected by the pending 
bill. 

1. The first of these changes would, in effect, subject “investment policy” to 
the surveillance and control of the Securities and Exchange Commission by pro- 
hibitions against change in such policy without shareholder action. (Sec. 12 
of H.R. 2481, which would amend sec. 8(b) (2) of the act; and sec. 16 of H.R. 
2481, which would amend sec. 13(a) (3) of the act.) 

2. The second change would further restrict the group from which eligible 
directors of investment companies may be drawn. (Sec. 13 of H.R. 2481, which 
would amend sec. 10(a) of the act.) 

We urge that sections 12, 13, and 16 be deleted from the bill. As to other 
changes proposed in the bill, this association raises no objection.* 


THE NATURE OF MANAGEMENT INVESTMENT COMPANIES 


Management investment companies differ from one another in organization, 
purposes, and capital structure. They are similar, however, in that each pro- 
vides a medium through which the funds of many investors may be pooled and 
invested, under continuous professional supervision, in securities issued by 
business corporations. 

Management investment companies developed in the wake of general public 
dissatisfaction with fixed trust-type investment companies, which were not 
flexible enough to meet changing market conditions. In management invest- 
ment companies of the flexibility of management in the light of changing market 
conditions has been one reason why the industry as a whole has served the 
public so effectively during the past 2 decades. 

For a management investment company adequately to serve its shareholders, 
two basic conditions must obtain: the company must have an intelligent and 
informed management; and the company must have a structure within which 
that management may freely exercise its investment discretion. 

If investment companies are to continue to operate effectively, it is, in our 
judgment, essential that there be no change made which will upset either 
of these two basic conditions. Without access to competent management and 
directorial personnel, trained in the investment field, and without a structure 
within which that management can freely exercise its investment discretion, man- 
agement investment companies would not be able to render proper service to 
the public. 





1 Since all NAIC members are management investment companies, no face-amount cer- 
tificate companies or unit investment trusts are included among them. The association 
does not represent those elements of the industry. 

2As of Mar. 31, 1959, approximately 250 open-end investment companies were regis- 
tered with the Securities and Exchange Commission, with total assets of approximately 
$14.5 billion. Of these, 156 companies, with assets of approximately $14.1 billion, were 
members of the NAIC. (Two of these companies have since been merged.) Of approxi- 
mately 125 closed-end companies registered with the SEC on Mar. 31, with assets of 
about $6.3 billion, 24, with assets of $1.7 billion, are members of the NAIC. Most of the 
closed-end management companies registered with the SEC which are not members of the 
NAIC are neither diversified, nor are they widely held by members of the public. 

*SEC staff members have discussed several of these other changes with representatives 
of this association, and the SEC has made modifications in its original proposals which 
have met objections which have been raised. While changes in the SEC’s original proposals 
with respect to sec. 8(b)(2) of the Investment Company Act were suggested in discussion 
by representatives of the association, these changes were never approved by the governing 
group of the association, and the SEC was so informed. 
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THE COMPREHENSIVE NATURE OF MANAGEMENT INVESTMENT COMPANY REGULATION 


The Investment Company Act, in essence, provides a structure within which 
investment company management can exercise an informed investment discre- 
tion in the interests of shareholders of the investment company.’ 

It is, however, only part of a mosaic of Federal and State laws to which 
management investment companies are subject. Thus registered management 
investment companies are affected not only by the Investment Company Act, 
but also to some extent by the Securities Exchange Act, and to a much greater 
extent by the Securities Act. 

All investment companies, pursuant to rules under section 20(a) of the Invest- 
ment Company Act, must comply with the provisions of the proxy rules adopted 
pursuant to section 14(a) of the Securities Exchange Act. Open-end investment 
companies which are constantly offering shares to the public are continuously 
subject to the provisions of the Securities Act, and a registration statement under 
that act must be in effect at all times with respect to such shares. Hence the 
disclosure provisions of the Securities Act bear with particular force on most of 
our member companies: no one can sell shares newly issued by an investment 
company without delivering to the purchaser a current prospectus, which con- 
tains definitive information concerning the company, its officers and directors, 
its investments, its capital structure and its policies. 

The Securities Act was in effect when the Investment Company Act was passed. 
The two acts differ in their impact upon investment companies in that, whereas 
the Securities Act is primarily a disclosure statute (with punitive sanctions for 
failure to disclose), the Investment Company Act is, primarily with respect to 
structure and corporate activities, a regulatory statute. It delineates certain 
requirements with respect to the capital structure of companies; it regulates 
dealings between investment companies and persons affiliated with them; it 
prohibits self-dealing on the part of officers, directors and affiliates of investment 
companies; it prohibits activities generally which might be in the interests of 
other than the shareholders of the companies; and it provides for ultimate 
shareholder control with respect to important investment company relationships 
such as its contracts with investment advisers and underwriters. 

Investment companies are also subject to regulation under a wide variety of 
securities laws enacted by the several States. 


THE CHANGES PROPOSED BY SEC WITH RESPECT TO “INVESTMENT POLICY” AND 
DIRECTORS 


The changes proposed by the SEC with respect to “investment policy” and 
with respect to limitations upon those who may serve as directors will, in our 
judgment, depart from the original intent of the Investment Company Act, and 
will hamper effective investment company operation. These proposed changes 
would (1) make it more difficult for investment company management to carry 
out its investment functions in the interest of investment company shareholders 
by subjecting the execution of investment judgment to SEC surveillance by 
hindsight; and (2) compound the problems which investment companies pres- 
ently face in attracting competent directors. In light of the protections afforded 
investors by the Securities Act and the Investment Company Act,° the changes 
proposed are not necessary for the protection of investors. 

These changes would be, in our judgment, in derogation of the public interest. 





The Investment Company Act of 1940 was, to some considerable degree, a cooperative 
venture. Responsible members of this industry worked closely with the SEC and with this 
committee, in working out the various technical and substantive problems involved. It 
is a complicated law. This is so because the industry regulated under it is a complex 
industry with many variations in the types of companies, in the purposes of those com- 
panies, and in the methods by which those companies do business. The responsible mem- 
bers of the investment industry welcomed the enactment of the Investment Company Act, 
because by providing effective protections for investors and for the public, it established 
confidence in the investment company industry. The act has now been on the books for 
over 18 years. It has, in our judgment, made possible effective regulation of investment 
companies without restricting proper investment company activities. 

5 These protections include the disclosure provisions of the Securities and Investment 
Company Acts, and provisions in the Investment Company Act which prohibit self-dealing, 
regulate transactions between investment companies and affiliated persons, and give to 
shareholders ultimate control over investment advisory contracts. 
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1. SEC control over “investment policy” 


Section 12 of the proposed bill would amend section 8(b) (2) of the act to 
require inclusion in the registration statement of a recital of the “investment 
olicy” of the investment company with respect to various matters.” Section 16 
of the bill would amend section 13(a) of the act to provide that no investment 
company may “deviate from any investment policy” unless authorized by a vote 
of its outstanding voting securities. 

Thus the proposed amendment to section 8(b) (2) would call for “a recital of 
the investment policy of the registrant, which may, if it desires, make appro- 
priate reservations of freedom of action for the protection of investors, in re- 
spect of (A) the extent to which it intends generally to invest in bonds or 
other obligations, preferred stocks, common stocks, or any one or more of any 
elass of securities; (B) objectives as to income, preservation of capital or 
capital appreciation, if registrant represents that it will place emphasis on any 
one or more of such objectives; (C) the extent of investments to be made in 
issuers located or operating in particular geographical areas, if registrant repre- 
sents that its investments will be so limited; (D) investment in companies for 
the purpose of exercising control of management ;” 

The apparent effect of these proposed changes would therefore be to require 
investment companies (1) to state in their registration statements their “in- 
vyestment policies’ with respect to types of securities, investment objectives, 
geographical concentration, and control; and (2) to maintain those policies until 
a change therein is authorized by shareholder vote. 

The actual effect of the changes would be to place the SEC in a position where, 
for the first time, it would pass upon the propriety of the exercise of invest- 
ment discretion on the part of investment company managements.’ 

We are greatly concerned with the mandatory inclusion of matters of invest- 
ment policy within a framework which would authorize all shareholders and 
the Securities and Exchange Commission to second-guess investment company 
management on the exercise of its investment discretion. 

There are variables implicit in the diverse approaches of professional invest- 
ment company management and of SEC “regulator” which as a practical matter 
make it unfeasible to include the suggested restrictions in the law. 

Thus the proposed amendment would permit an investment company, as to 
any investment policy, to “make appropriate reservations of freedom of action 
for the protection of investors.” These seem to be broad words which would 
permit a company to reserve a fairly extensive freedom of action in the interest 
of its investors. The explanation of this language before this committee by 
the Chairman of the SEC suggested, however, that the intent of these words 
was limited to specific types of securities. 

“While this statement is cast in general terms, it is intended to emphasize 
that management may reserve full discretion to acquire so-called defensive secu- 
rities such as high-grade corporate bonds or preferred stock or Government 
securities when it deems such action to be appropriate.” ® 

In a memorandum filed by the Chairman of the SEC with the Senate sub- 
committee concerned with a related bill the Division of Corporate Regulation 
has indicated that a narrow interpretation was not intended, and that invest- 
ment companies are to be permitted “complete flexibility” in choosing “the area 
of investment policy.” ° 

Even if investment companies are to be permitted “complete flexibility” in 





® While the inclusion would only be required if the SEC prescribes by rule, the fact that 
Be — is proposing the change indicates that it would adopt such rules if the law were 
changed. 

7It should be noted that, at the present time, investment companies are required, in 
their registration statements, to set forth certain of the matters delineated in the proposed 
amendment to section 8(b)(2). Item 5 of form N-SB—1, which is the registration form 
for management investment companies, requires a description of the investment company’s 
investment policies with respect to: 

(a) The type of securities (for example, bonds, preferred stock, common stock) in 
which it may invest, indicating the proportion of assets which may be invested in 
each type of security. 

(b) Investment in companies for the purpose of exercising control or management. 

Thus the amendments would add two additional categories (investment objectives and geo- 
graphical concentration) as to which specifications must be made, and they would prohibit 
deviation from stated investment policy in all four areas without shareholder approval. 

5’ Testimony of Edward N. Gadsby before this committee on June 8, 1959. 

*Memorandum of Division of Corporate Regulation of SEC, filed with the Securities 


Subcommittee of the Senate Committee on Banking and Currency with respect to S. 1181, 
and dated June 25, 1959. i saad 
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the statement of investment policy, the proposed amendment would be trouble. 
some in two respects: (1) the Securities and Exchange Commission could limit 
the statement by applying a restrictive definition to terms used in setting forth 
the policy; and (2) the SEC could restrict the policy by applying its owp 
standards to determine deviation. 

Terms are used in describing investment policies which are of general sig- 
nificance to investors, but which require particularized definition to make them 
meaningful in application. Examples of such words are “growth,” “income,” 
“balance.” If an investment company in using such terms is required to con. 
form to restrictive Commission-developed definitions of those terms, the “com- 
plete flexibility” to be permitted by the SEC would be illusory. It is taken 
for granted that a statement of investment policy must be clear and explicit 
to be meaningful: such clarity should stem from explicit definition within the 
policy itself rather than from the imposition on the stated policy of arbitrary 
definitions developed by the SEC. 

There remains, however, the very troublesome fact that, however broad or 
narrow the policy stated, reasonable persons may differ on whether given trans. 
actions are consistent with or deviate from that policy. 

The profession of investment is not a precise profession. Thus at any given 
time various different practitioners in the field will have different concepts of 
what constitute “defensive securities.” ” At different times any given practi- 
tioner will have varying concepts of what constitute “defensive securities,” 
and the variations will be attributable to the different market situations, and 
to his analysis at the time of the considerations which may influence the move. 
ment of the market in the future. 

There are no fixed and permanent rules in the investment field. To one pro- 
fessional investment manager a high-grade corporate bond, at any given time, 
may constitute a prime “defensive security”; to another practitioner, of equal 
competence, and at the same time, high grade corporate bonds may constitute 
risk securities and he may regard common stock in the consumer field as the 
ideal “defensive security.” 

Compare the analytical approaches which investment company manager and 
SEC administrator will bring to the evaluation of the propriety of any given 
investment decision. The professional investor will take action, in a given 
situation, in which he will be influenced, among other things, by the nature of 
the portfolio, the condition of the market, his opinion concerning the future 
direction of the market, and conditions which have or may influence market con- 
ditions generally or the securities in the investment company portfolio. The 
action taken will be consistent with the stated investment policy of the com- 
pany, but will properly be the result of many and diverse subjective con- 
siderations. 

The SEC administrator, on the other hand, in reviewing investment decisions 
so painstakingly taken, will be more inflexible and dogmatic in his approach, 
He will develop, in a relatively short time, inflexible standards and rules of 
thumb which will effectively limit the free exercise of investment discretion by 
management. 

This is not intended to be critical of SEC regulation. We have respect for 
the administration by the SEC of its functions under the Investment Company 
Act. Relative inflexibility is, however, a feature of the regulatory process. 
This fact constitutes a compelling reason why the impact of the regulatory 
process should not be extended to the area in which management investment 
discretion is exercised. It is an area in which flexibility is essential, and yet 
with regulation the flexibility would disappear. A general legslative mandate 
would inevitably become quite specific by interpretation; formulas would be 
devised which would be used as yardsticks to determine or to measure deviation 
from stated investment policy, the generalized words of the statute would 
obtain a quite specific coloration in practice, and the necessary flexibility which 
is the hallmark of successful investment would no longer be possible. 

Investment objectives cannot be stated with mathematical precision." There 


2 It ist o be noted that “defensive securities” is a phrase which appears nowhere in the 
proposed statutory language. 

uThe terminology of the proposed statute itself is imprecise. Paraphrased, the pro- 
posed see. 8(b)(2)(B) requires the setting forth of investment policy with respect to 
objectives as to income, etc. [Emphasis supplied.] Since an “objective” would seem 
to be an end or aim, and a policy 2 means or procedure "ine toward the attainment of 
such an end or aim, the requirement of a statement of “objectives” as, in effect, a sub- 
division of ‘“‘policy,”’ seems to involve a contradiction in semantics. 
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is no sharp line which can mark the limits of a stated policy. How can manage- 
ment know when it is necessary to go to its shareholders? Yet under the pro- 
posed amendments it must infallibly locate those limits, at its peril. 

The Investment Company Act, as it stands today, has provided an effective 
framework within which the investment company industry has achieved 
maturity. The professional investors who have, through the medium of the in- 
vestment company, managed the investment funds of so many thousands of 
investors of moderate means, have been able to do so successfully because the 
Investment Company Act, while providing a framework within which the 
investment company function could be carried on, has never projected the SEC 
into a position where it has been required to interfere with, or to oversee, the 
exercise of the discretionary function of management. By virtue of the Securities 
Act the Commission has required disclosure of the activities and investments of 
investment companies ; by virtue of the Investment Company Act it has regulated 
certain corporate activities of investment companies. It has not, unless a com- 
pany has voluntarily made investment policy a matter of fundamental policy, 
exercised—or been free to exercise—control over the investment discretion of 
management. 

The proposed amendments to sections 8(b)(2) and 13(a) do not, it is true, 
by their terms say anything about SEC supervision of the management process. 
Yet such supervision would be an inevitable result of the passage of the sug- 
gested legislation. 

The SEC would be in a position where it must review the exercise, by all 
registrants, of their investment judgment to determine whether the company 
deviated, at any point, from the SEC’s concept of, or interpretation of, the stated 
investment policy of the company. 

The amendments if adopted would introduce into the thinking of professional 
investors subject to their provisions a new consideration—and one which is 
foreign to the free exercise of professional management discretion. They would 
necessarily consider, with respect to their investment decisions, not only whether 
they are sound decisions, and in keeping with the investment policies of the 
company, but also whether they are decisions which the particular staff mem- 
ber of the SEC who will review them will consider in keeping with those 
policies. 

Regulations tend to be inflexible, and the field of investment management is 
one which by its very nature requires an extreme flexibility. We urge, as 
strongly as possible, that it would be a disservice to those who invest in invest- 
ment company shares to provide for the hamstringing of the exercise of in- 
vestment discretion by enacting the proposed amendments to sections 8(b) (2) 
and 13(a).” 

Our problems with the proposed amendments are practical, not philosophical. 
The penalties provided for willful violation of any provision of the Investment 
Company Act, or any rule, regulation or order thereunder, are criminal penalties 
and do not permit of philosophical speculation. The provisions proposed by the 
SEC with respect to “investment policy” are too vague and indefinite to satisfy 
any reasonable criterion of a clear guide to conduct, enforceable by criminal 
sanctions.” 

We suggest, therefore, that sections 12 and 16 of H.R. 2481 be deleted. 

2. Limitations on directors 

Section 10 of the Investment Company Act spells out various limitations with 

respect to persons who may serve as directors of investment companies. It 


provides, in substance, that not more than 60 percent of an investment com- 
pany’s board of directors shall consist of officers or employees of the invest- 





“The SEC has suggested that the complaint that the SEC may differ with registrants 
as to when a shareholder vote should be called for ‘“‘comes with poor grace,” in view of the 
fact that SHC administrative regulation in the area of fundamental investment policy 
has not been challenged in the courts. (Memorandum to Securities Subcommittee, Senate 
Banking and Currency Committee, dated June 25, 1959.) But up to this time, a statement 
of investment policy as a matter of fundamental policy has not been required of registrants. 

3 See sec. 49. Investment Company Act. “Willful” violation is necessary to sustain 
a criminal conviction. But the element of willfulness is not specified in sec. 47(b), of the 
act, which provides that every contract “made in violation of any provision of this title 
or of any rule, regulation, or order thereunder, and every contract heretofore or hereafter 
made, the performance of which involves the violation of, or the continuance of any rela- 
tionship or practice in violation of, any provision of this title, or any rule, regulation, or 
order thereunder, shall be void” as regards the rights of a person who, in violation of the 
provision, ete., “shall have made or engaged in the performance of any such contract.” 
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ment company, or investment advisers of the investment company or affiliateg 
persons of the investment adviser (section 10(a)). It also provides, in sub. 
stance, that no more than a minority of an investment company’s board of 
directors may be regular brokers to the company, or affiliated persons of the 
regular broker (sec. 10(b)(1)); and no more than a minority of the board of 
directors may be principal underwriters of the investment company or affiliates 
of the principal underwriter (sec. 10(b)(2)); and no more than a minority of 
the board of directors may be investment bankers or affiliated with investment 
bankers (sec, 10(b)(3)). It further provides that a majority of the board of 
directors of any investment company shall not consist of persons who are of. 
ficers or directors of any one bank (sec. 10(c) ). 

The Securities and Exchange Commission now proposes changes in section 10 
which will be undesirable in that they will make it more difficult for investment 
companies to secure competent directors to serve on their boards. 

First, because it is, in our judgment, a vitally important consideration for this 
committee and for our industry, let us review certain restrictions outside the four 
corners of the Investment Company Act itself, which make any further limita- 
tions on investment companies’ capacities to recruit competent directors un- 
desirable. 

(a) SEC limitations——The Commission has established by interpretation that 
attorneys who act as counsel to investment companies fall into the category of 
“employee” for purposes of section 10(a) of the act, and hence are subject to the 
limitations spelled out in section 10(a) with respect to availability as directors to 
investment companies. Since many investment companies as a matter of policy 
are anxious to have their attorneys serve as directors, this SEC interpretation of 
thte status of attorneys has proved to be a considerable handicap to investment 
companies in their efforts to secure competent persons as directors.“ 

(b) Federal Reserve limitations.—The Federal Reserve Board, in interpreting 
limitations set forth in section 32 of the Banking Act of 1933,” has held that 
open-end investment companies are distributors of securities. Hence officers and 
directors of national banks and other banks which are members of the Federal 
Reserve System are prohibited, by virtue of that interpretation, from serving as 
directors of open-end investment companies. Since these banks represent a pool 
of persons competent in the financial and investment fields whose talents would 
be invaluable in the investment company field, the Federal Reserve prohibition | 
against the participation of such persons in investment company activities has | 
been a matter of continuing concern to the entire investment company industry. 
Efforts have been made to convince the Federal Reserve Board of the incorrect- 
ness of its interpretation, but without success. 

Thus at the present time the combination of exclusory provisions of section 10, 
the SEC’s view with respect to the status of attorneys, and the Federal Reserve 
restriction with respect to bank officers and directors, all greatly narrow the field 
from which competent directors can be chosen. 

It is a plain and simple fact that one of the pressing and urgent problems which 
all investment company managements face is that of obtaining a competent 
board of directors. We urge that this Congress take no steps to limit further 
the groups from which competent directors may be selected. 

In considering this matter, we believe that this committee should know that, 
in our judgment, the SEC has completely misconstrued the intent of Congress in 
enacting section 10 of the Investment Company Act. 

Chairman Gadsby in his presentation to this committee has suggested inad- 
vertence on the part of Congress in 1940 in not “keying together” sections 10(a) 
and 10(b) of the act.” Such “keying together” is apparently, in Mr. Gadsby's 
view, something which Congress intended but somehow overlooked.” 

It is certainly true that in an early version of the Investment Company Act 
proposed by the SEC in 1940, there was a “keying together” such as that sug- 
gested by Mr. Gadsby. It is also—and significantly—true that this “keying to- 
—_ 

“It may be noted that this SHC interpretation of the status of attorneys has also been 
the source of considerable professional irritation to the attorneys affected. 

18 42 U.S.C.A. 78. 

1% Testimony with respect to H.R. 2481, June 3, 1959. 

The SEC proposal would do more than “key together” secs. 10(a) and 10(b). It 
would restrict the present coverage of sec. 10(a). Thus a person owning 5 percent of } 
the stock in an investment adviser would presently fall within the restrictions of sec. 10(a) 
as an “affiliated person’ (Investment Company Act, sec. 2(a)(3)). The SEC proposal 
would, by embracing all shareholders of the investment adviser, extend the sec. 10(a) 


restrictions to a person owning one-tenth of 1 percent of the stock in the investment 
adviser. 
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gether” was deliberately and advisedly eliminated from the version which was 
enacted into law.” 

Thus, S. 3580, 76th Congress, which was the SEC’s original proposal for the 
Investment Company Act, contained a section 10(a) which provided as follows: 

“After 1 year from the effective date of this title, no registered investment 
company shall have a board of directors or an executive committee more than 
a minority of the members of which consists of— 

“(1) affiliated persons of any one investment company other than such 
registered investment company; or 

“(2) persons who regularly act as manager, investment adviser, broker, 
or principal underwriter of or for such registered company or affiliated per- 
sons of such persons.” 

Between the consideration of that section and the language which ultimately 
became sections 10 (a) and (b) of the act came much thoughtful and careful 
consideration of the matter. It ultimately became clear that the pattern which 
was to be provided was one in which limitations on a percentage basis would 
be placed upon those various categories, so that there would be, at all times, 
persons on an investment company’s board of directors who were independent 
of those particular categories. Because shareholders in investment companies 
invest in management, the Congress provided for a higher maximum of par- 
ticipation by persons engaged in management, either in the investment company 
itself or in its investment adviser. Because principal underwriters were directly 
interested in sales of investment company shares, and because regular brokers 
were directly interested in investment company portfolio transactions, the per- 
centage limitations on board participation by persons from those categories was 
limited with respect to each to less than 50 percent. 

There was, however, no intention on the part of Congress to interrelate these 
various limitations. Testimony before both House and Senate committees con- 
sidering the Investment Company Act of 1940 makes this clear. 

Thus David Schenker of the SEC, discussing the language in the present sec- 
tion 10 before a subcommittee of the Senate Commitee on Banking and Cur- 
rency, testified as follows: 

“Although, Senator, the fundamental approach in both these bills is similar, 
you remember the underlying thesis of old section 10 was that if anybody stands 
to gain or lose from transactions in which he has some element of control, then 
provision ought to be made for independent representation. This new section 
10 provides that 40 percent of the directors have to be independent of the man- 
agers, officers, and employees. It is stated the other way. It says: ‘Not more 
than 60 percent shall consist of persons who are managers, officers, or employees.’ 
This provision will provide the independent directorships where you have a man- 
agement contract. In the situation where the directors are the brokers for the 
investment company or are investment bankers or are the principal distributors 
of the securities of the investment company, then a majority of the board has to 
be independent of those individuals. So you have a situation where there is no 
element of self-dealing—and I do not use the word in any offensive sense. In 
a situation where the director stands to gain or lose in a particular transaction, 
either as acting as investment banker for portfolio corporations, or acting as 
broker for the investment company, or acting as principal distributor for the 
securities of the investment company, in that case the board of directors has 
to be independent to the extent of the majority of the board from those indi- 
viduals * * *”” 

Mr. Schenker’s testimony before the House Committee was to the same effect: 

“* * * The section provides that if you are the manager or investment adviser 
of an investment company or investment trust, then 40 percent of the board of 
directors have to be independent of you. 

“Now, why do you make that provision? You can see that the manager has 
a pecuniary interest in the method of running the trust, because his manage- 
ment fees may depend upon the performance of the trust. In order to furnish 
an independent check upon the management, the provision is made that at least 





% The fact that a “keying together” was provided for not only in the SEC’s initial draft 
but also in later stages of the development of sec. 10 merely underlines the fact that such 
: “keying together” was deliberately eliminated from the version which was enacted into 
aw. 


* Hearings before a subcommittee of the Committee on Banking and Currency, 76th 
Cong., 3d sess., on S. 3580. Pt. 4, p. 1113. 
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40 percent of the board must be independent of the management, officers, ang 
employees. I think that is one of the most salutary provisions in this bill.” 
* * * * * * * 


“The bill as originally introduced had a different provision. It required that 
a majority of the board be independent of the management. However, the argu- 
ment was made that it is difficult for a person or firm to undertake the manage. 
ment of an investment company, give advice, when the majority of the board 
may repudiate that advice. It was urged that if a person is buying management 
of a particular person and if the majority of the board can repudiate his advice, 
then, in effect, you are depriving the stockholders of that person’s advice.* * * 

“Now, that made sense to us. If the stockholders want A’s management, than 
[sic] A should have the right to impose his investment advice on that company, 
However, we felt that there should be some check on the management and that 
is why the provision of 40 percent of independence was inserted. 

“You come to a different situation which is dealt with in subsection (b). How- 
ever, the bill provides that if you have a pecuniary interest more direct than that 
of merely a manager who gets a fee; if you have a pecuniary interest in the trans- 
actions in which the investment company effects and have the power to make 
these transactions, then you have to give up control of the board. 

“* * * Hereafter the broker cannot dominate the board. The investment 
banker cannot dominate the board; the principal distributor of the securities of 
the investment company cannot dominate the board. The board of directors in 
each case must be independent of those individuals * * *.” ” 

The Senate report reflects this interpretation : 

“The bill provides that at least 40 percent of the board of directors of an 
investment company shall be ‘independent’; that is, no more than 60 percent may 
consist of investment advisers to the company or affiliated persons of such an 
adviser or officers of employees of the company. Moreover, a majority of the 
board of directors of an investment company must be composed of persons who 
are not regular brokers for the company or principal underwriters of its secu- 
rities, or investment bankers, or in each case persons affiliated with them.” ™ 

There was, therefore, no intention to interrelate the provisions of the present 
10(a) and 10(b) in 1940, and there is no reason today why they should be inter- 
related. There is no loophole in the law, because the law was intended to provide 
separate, rather than interrelated, limitations.” 

Thus if this Congress was to amend the law to provide the interrelation sought 
by the SEC, it would be doing it by way of making an affirmative revision in the 
law, rather than by way of correcting an inadvertence. Such affirmative revision 
will be troublesome for the investment company industry, for reasons set forth 
above, and it will serve no necessary purpose. 

The Investment Company Act of 1940 was enacted after an intensive 3-year 
investigation of the investment company industry, in which all abuses and 
alleged abuses with respect to investment company activities were meticulously 
explored. It was considered at considerable length and in great detail by 
both Houses of Congress. If the interrelation called for by the SEC was not 
required then, it is submitted that it is certainly not required now. 

The committee should consider that the Investment Company Act contains 
meticulous limitations upon transactions between directors and their invest- 
ment company. Investment company directors are thus perhaps more care- 
fully scrutinized, in their relationships with their companies, than are the direc- 
tors of any comparable corporate entity. 

Absent a showing that a change in this section of the law is essential for 
the protection of investors, or in the public interest, we submit that it is 
neither necessary nor desirable to limit further the persons who are available 
to serve as directors of investment companies. 

We respectfully suggest that section 13 should be eliminated from the bill. 


® Hearings before a subcommittee of the Committee on Interstate and Foreign Com- 
merce, House of Representatives, 76th Cong., 3d sess., on H.R. 10065. Pp. 109-110. 

218. Rept. 1775, 76th Cong.. 3d sess., p. 14. 

22Many investment companies a'readye conform to the maior asrects of the “keyed 
together” version of Secs. 10(a) and 10/b) which the SEC irges. Thov conform because 
the underwriting and investment adviser functions for such investment companies are 
performed bv the same companyy, and hence the lim'tations of sees 10fa) and 1th) (2) 
apPly to limit the persons from such company who may serve on the investment company’s 
board of directors. 
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Mr. Mack. I would like the record to show that you still have 3 
minutes remaining if you care to proceed. 

Mr. Eaton. I didn’t know I could read so fast. I did my best. 

Mr. Mack. Thank you very kindly. 

Mr. Eaton. Yes, sir; thank you. 

Mr. Mack. If there are no questions, our next witness is Mr. Ken- 
nedy C. Watkins of the Association of American Railroads, 

Mr. Watkins, I do not think it will be necessary in your case, but 
since you have had a similar request, we will put a similar restriction 
of time on you. 


STATEMENT OF KENNEDY C. WATKINS, TAX ATTORNEY FOR THE 
ASSOCIATION OF AMERICAN RAILROADS 


Mr. Watkins. Mr. Chairman, my name is Kennedy C. Watkins. 
I am tax attorney for the Association of American Railroads, hav- 
ing offices in the Transportation Building in this city. 

The Association of American Railroads is concerned regarding the 

ossibility of dual regulatory control over its member roads by the 

ecurities and Exchange Commission as well as the Interstate Com- 
merce Commission, which would result, by reason of the proposed 
amendment to section 3(c)(9) of the Investment Act of 1940 as pro- 
vided by section 7 of the bill under consideration today. 

Today any company subject to regulation by the Interstate Com- 
merce Act is exempt from regulation by the Securities and Exchange 
Commission. The proposed amendment, however, would change this. 
Such a company would not be exempt from the Securities and Ex- 
change Commission regulations unless the Commission finds and de- 
clares it not to be primarily engaged, directly or indirectly, in the 
business of investing, reinvesting, owning, holding, or trading in se- 
curities, 

Mr. Hempuityi. May I interrupt to ask you a question ? 

Mr. Warxkins. Yes, sir. 

Mr. Hempniii. Suppose we just have a holding company or a com- 
pany called X company, and today it has a portfolio which includes 
mainly stocks and companies over which the Interstate Commerce 
Commission would have jurisdiction, but then tomorrow it does not. 
Can you not see the problem that the Interstate Commerce Commis- 
sion has in trying to give the kind of supervision that the law says 
it should give, and yet today it has all the jurisdiction and tomorrow 
it has not ¢ 

Is there any question but that that proposes a terrific problem to 
either the Interstate Commerce Commission which has the jurisdic- 
tion one day, or the Securities and Exchange Commission, which ordi- 
narily would have the jurisdiction the other ¢ 

Mr. Watkins. That is true. 

The difficulty lies in the fact, however, that this creature under the 
proposed amendment would be under the jurisdiction of both from 
the regulatory standards if this proposed amendment were enacted 
into law. 

Mr. Hempntm. I understand that, that you are against the dual 
supervision. I understand that. 

48168—60——18 
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Mr. Watkins. Not only the supervision, but the onerous burdens 
resulting from the regulation. 


Mr. Hempuity. I can understand that, regulations, and forms, and 
things like that. 

I do not want to use the words “taking advantage,” because I do 
not want to catalog any act like that, but if the company can take 
advantage of the act so that it can change its portfolio and therefore 
avoid the jurisdiction, is there not some obligation on Congress to 
prevent that? 

Mr. War«ins. I am not so sure, Mr. Congressman, that you can as 
easily as that change your category. I am not too versed in this. In 
my identification I stated I was a tax attorney for the association, 
I have no expertise and claim none in the field of the SEC. 

However, once a company has been held by the ICC to be a carrier 
and therefore under its jurisdiction, I do not quite follow that the 
change in investment portfolio would thereby sitbject it to a different 
classification for purposes of regulation. 

Mr. Hempniiu. Yes, but suppose, instead of just being created or 
used for the purposes over which the ICC would have jurisdiction 
it now begins to go into those fields which ordinarily would be under 
the jurisdiction of the Securities and Exchange Commission, is there 
not some obligation on the Congress to protect the American public 
and the American investor ? 

Is there not some obligation on the Congress to do something about 
that ? 

Mr. Warxrins. I don’t know. This has been going on now for 
some 19 years and whether that would indicate that we have been 
wronged for that length of time or whether things are running along 
sufficiently smooth as to warrant no basis for change at the present 
time is something to be considered. 

Mr. Hempuity. We are considering that. 

I might say, incidentally, that your saying you are a tax attorney 
creates my highest admiration. 

Mr. Watkins. Maybe that is a brash remark, Mr. Congressman, 
but that is the flag under which I operate. 

Mr. Hemrui.. I am sincere. 

Thank you very much, Mr. Chairman. I did not mean to interrupt. 

Mr. Warktns. That is all right, Mr. Congressman. I am glad to 
have you comment. 

Any such company today then would not be exempt from the 
Securities and Exchange Commission regulation unless the Com- 
mission makes this finding. It follows then that should the Commis- 
sion make such a finding, that its primary purpose would be as in- 
dicated, then it is equally clear that this company would be under 
the regulatory supervision of both the Interstate Commerce Com- 
mission and the Securities and Exchange Commission. 

Further, by reason of the definition appearing in section 2(a) (3) 
of the 1940 act, which concerns an affiliated person, it is quite possible, 
as Mr. Gray, one of the prior witnesses, pointed out, that the Securities 
and Exchange Commission could extend this regulation to many of 
our member roads. 

To all this there must be added the additional burdens of the limita- 
tions which are set forth in section 17 of the 1940 act, which makes 
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it unlawful, for example, for an affiliated person or an affiliated person 
of an affiliated person to sell property to any company controlled by 
such a company, buy property from any such registered company, 
or borrow money or pro} -rty from any such company. 

In conclusion then, Mr. Chairman, the effect of the proposed amend- 
ment of section 3(c) (9) would be to impose serious regulatory burdens 
by the Securities and Exchange Commission on an already overbur- 
dened industry; one which, in the opinion of many, is presently too 
regulated. 

Consequently, and in harmony with the policy against dual reg- 
ulation, the Association of American Railroads urges that section 7 
of the bill under consideration be deleted therefrom. 

That concludes my remarks, Mr. Chairman. Thank you for giving 
me the opportunity to appear. 

Mr. Mack. Do you appear here as a representative of the Asso- 
ciation of American Railroads? 

Mr. Warxkrns. Yes, sir. 

Mr. Mack. And you are their official representative and this is the 
official position that they are taking? 

Mr. Warxkins. That is correct, sir. 

Mr. Mack. Are there quite a few of the railroads that have a similar 
problem as has been stated by Mr. Gray of the New York Central? 

Mr. Warxrns. I have no personal knowledge on that. 

Mr. Mack. Then they would be the only ones who would be in- 
volved with this dual jurisdiction, is that correct ? 

Mr. Watkins. No, sir; I don’t think so, not just the New York 
Central, but the companies which comprise its system in their relation 
to each other by virtue of the definition of affiliated person and the 
limitations in section 17. 

Once the proviso in the proposed bill becomes law, then it is quite 
possible for a determination to be made by SEC which would bring 
one of these railroad holding companies, assuming that there is more 
than one, that is, Alleghany, bring that under the control of both 
the ICC and the SEC, and having made that first point of departure, 
then the limitations of section 17 come into play by and between the 
affiliated persons in this ramified intercorporate activity, and, as Mr. 
Gray pointed out, it spreads all over the United States, because these 
railroads are all closely tied in. 

Mr. Mack. And you know of no other problem other than Alle- 
ghany, is that correct ? 

Mr. Watkins. That is the only only I am familiar with. 

Mr. Mack. And that is the interest of the Association of American 
Railroads ? 

Mr. Warxins. The interest of the Association of American Rail- 
roads technically is against dual regulatory control which would re- 
sult from the proviso set forth in proposed section 7. That is why we 
are concerned. 

Mr. Mack. The problem here only involves Alleghany and derives 
from their ownership of various railroads, is that not correct? 

Mr. Warkins The difficulty of the proposed amendment is that if 
Alleghany is to be put under the tent of the SEC, this is broad enough 
in its wording so that it has ramified potentials throughout the whole 
industry. 
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Mr. Mack. I want to get clear in my mind; the statement I made 
is substantially correct ? 

Mr. Warxins. I would have to assume that, Mr. Chairman; I don’t 
know. 

Mr. Mack. I was concluding that from the statement that you made 
here today and I wanted to be sure that I understood you correctly. 

Mr. Warxrins. Yes, sir. We are opposed from the standpoint of 
the duality of regulation. 

Mr. Mack. Mr. Hemphill? 

Mr. Hempniy. May I make this one observation ? 

I am new on this committee. 

Mr. Mack. And one of the most able members of this committee, 

Mr. Hempnux. The problem of course has been outlined pretty 
clearly to me, that of course the Interstate Commerce Commission 
does not have any experience in those fields that the Securities and 
Exchange Commission has and vice versa, and when you have this in- 
and-out proposition, it is of great concern to those of us who, we think, 
have a public trust in such matters. That is our concern. 

Mr. Watkins. I think, Mr. Chairman, if I might answer this ob- 
servation of this able member of your committee, it will be along this 
line: 

The railroads are regulated in the public interest by the Interstate 
Commerce Commission. They cannot do anything that would be 
subject to limitation under section 17 of the Investment Company 
Act of 1940 which would require approval or prior approval by the 
Securities and Exchange Commission that would not also require 
approval of the Interstate Commerce Commission. 

Your public interest argument is already, it seems to me, as a matter 
of personal opinion, fully served by your Interstate Commerce Com- 
mission. And, as Mr. Gray pointed out, it is possible that the Securi- 
ties and Exchange Commission in its attitude would be looking at 
something from an entirely different point of view, the ICC would 
be looking at it from its prescribed point of view, and it may neces- 
sarily be that the two points of view would not be harmonizing 
and the railroads would be subject to this unfortunate dilemma. 

That is what we are concerned with, once the proviso in (A) of 
the proposed amendment gets into the law. That is the catch. That 
is the thing that worries us. 

Does that help you any, sir? 

Mr. Hempniiy. I understood the problem from Mr. Gray’s testi- 
mony, but I just thought it might be well to make sure you people 
understood our problem. 

Of course, I am one of these people that does not believe in any 
more regulation than necessary. I think we have regulated this coun- 
try today enough, but when you have a public trust you have a terrific 
obligation. 

Thank you, sir. 

Mr. Warkrns. We feel that trust is somewhat assuaged by the ICC. 

Thank you, Mr. Chairman. 

Thank you, Mr. Hemphill. 

Mr. Mack. Thank you very much. 

Mr. Hempuiy. Thank you, sir. 
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Mr. Mack. Mr. Wallace, did you want to appear next, or did you 
want someone else ? 

Mr. David W. Wallace, executive vice president of the Alleghany 
Corp. 


STATEMENT OF DAVID W. WALLACE, VICE PRESIDENT, ALLE- 
GHANY CORP., ACCOMPANIED BY THOMAS J. DEEGAN, JR., 
FORMER DIRECTOR, ALLEGHANY CORP., AND MORTON MOSKIN, 
OF WHITE & CASE, COUNSEL FOR ALLEGHANY CORP. 


Mr. Wauiace. Mr. Chairman, I have with me today Mr. Thomas J. 
Deegan, Jr., former officer and director of Alleghany Corp., as well as 
a former officer and director of the C. & O. Railroad, New York Cen- 
tral, and Investors Diversified Services, as well as Mr. Morton Moskin 
of Alleghany’s law firm of White & Case. 

I wish to thank this subcommittee for the privilege of appearing 
here today to address myself to one of the sections of the proposed 
bill, H.R. 2481. 

If passed, section 7 of this bill would subject Alleghany Corp., of 
which I am an officer and director, to the discriminatory and im- 

ssible burden of double and conflicting regulation by two powerful 

ederal agencies; not only the Interstate Commerce Commission, but 
also the Securities and Exchange Commission. 

Section 7 of this bill is designed to modify the provision now con- 
tained in the Investment Company Act excepting from the definition 
of an investment company for the purpose of that act any company 
now regulated under the Interstate Commerce Act by the Interstate 
Commerce Commission. 

Alleghany is currently excepted from the definition of an investment 
company by the present section 3(c) (9), because Alleghany is regu- 
lated—and as I shall show you, regulated to the hilt—by the ICC. 

Only recently has the U.S. Supreme Court, not once but twice, held 
Alleghany to be properly subject to regulation by the ICC. 

Only recently the SEC told the U.S. Supreme Court that the very 
congressional purpose of the section they would now like amended was 
= revent conflicting and confusing jurisdiction between itself and 
ICC. 

Before going any further, I wish to state that Alleghany is not op- 
posing Federal regulation. We are for regulation, not strangulation. 
We wish to be regulated by one agency, not two. 

I would like to digress for a moment in view of Congressman Hemp- 
hill’s remarks a few moments ago. 

Alleghany was from 1940 to 1945 regulated under the Investment 
Company Act of 1940. We lived under it and I don’t think there was 
any difficulty in doing so, but what we are objecting to here is what we 
believe is an attempt to submit us to an impossible burden of regulation 
under two acts which really at times pull in two different directions, 

Alleghany, which SEC calls an investment company, is an invest- 
ment company only in the sense that its assets consist of securities, 
but it is first and foremost, now and historically, a railroad holding 
company. This is the reason it is now regulated by the Interstate 
Commerce Commission, the agency which, unlike the SEC, under- 
stands railroading problems and their impact on the investing public. 
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Many var ieties of companies which invest in securities are not regu- 
lated under the Investment Company Act, and like Alleghany are 
instead subject to other regulatory bodies. 

I have reference of course here to such companies as insurance com- 
panies, banks, bank holding companies, et cetera. In each case there 
is a logical reason for regulation other than SEC’s Investment Com- 
pany Act regulation. 

Don’t be misled that if you put us under SEC’s Investment Com- 
pany Act jurisdiction there will be no companies whose principal 
business is investing in securities which will remain outside of the 
scope of the Investment Company Act. 

There are paragraph after paragr aph of exemptions for thousands 
of different companies investing in securities written into the In- 
vestment Company Act itself as it is now written. There are even 
especially created exemptions which the SEC, by virtue of its discre- 
tionary powers, can create for companies not exempted by congres- 
sional mandate. 

If the Congress wants to reconsider its policy and subject all com. 
panies which invest in securities to the Investment Company Act 
jurisdiction of SEC, that is one thing. It is quite another to single 
out one of the thousands of exempted companies for this double regu- 
lation. 

Mr. Gadsby, Chairman of the SEC, has already testified before 
this subcommittee that section 3(c) (9), as it now stands: 

* * * provides an excuse for corporations which are essentially investment 
companies rather than railroad holding companies to escape regulation under 
the Investment Company Act by subjecting themselves to regulation under the 
Interstate Commerce Act. 

And he describes ICC regulation as a more limited type of regula- 
tion. 

To demonstrate the supposed desirability of this amendment, he 
cites what he understands to be situations involving two companies, 
Alleghany Corp. and the American-Hawaiian Steamship Co. 

I cannot speak from direct knowledge as to the situation of Ameri- 
can-Hawaiian Steamship Co., but as I understand it, this company 
is already within SEC’s Investment C ompany Act jurisdiction, havy- 
ing registered under the act on February 24, 1959. 

It is my belief that the only company to which this amendment 
would apply is Alleghany Corp. In short, this is a bill of attainder 
directed solely against Alleghany Corp. 

I would like to digress here. 

The reason I say ‘this is because of the fact that in all the memoran- 
dums supporting this bill both in the Senate and here in the House 
of Representatives, the SEC has only mentioned American-Hawaiian 
Steamship, which is already een under the Investment Com- 
pany Act, and Alleghany, but now I understand that there are rail- 
road holding companies such as the Delaware & Hudson, the Atlantic 
Coast Line, “and possibly a few others, as well as truck holding com- 
panies, such as the Ryder System, which may have some concern in 
this legislation. 

However, the SEC has only seen fit to name us. 

It is nothing but an attempt on the part of the SEC to extend its 
power in an area where it is ignorant. The result ‘would be the con- 
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flicting and confusing dual regulation which section 3(c)(9) was 
designed to prevent, as the SEC has admitted to the U.S. Supreme 
Court. Were it not for this conflict and confusion, I would not 
presume upon your time to discuss this bill. 

Let it be understood by all that neither Alleghany nor its manage- 
ment seeks, as SEC intimates, an excuse or any escape from proper 
regulation. It is not as though we are free to subject ourselves, as 
SEC has suggested, to the reoulati ion of one agency in preference to 
another. 

Again I should like to digress to point out that, as I said before, 
from 1940 to 1945 Alleghany was fully and completely regulated 
under the Investment Company Act of 1940. 

In 1945 the ICC on its own motion held a hearing and issued an 
order subjecting us, and at that time against our protest, to the regula- 
tion of the Interstate Commerce Act. 

At that point the SEC also issued an order recognizing the force 
of section 3(c ) (9) and exen npting us from their recul: ation, 

We cannot at any point be unregulated under the law today by 
either the Investment Company Act or Interstate Commerce Act. 
We must be regulated by one. 

Our only objection is to regulation by both, because historically 
the people that wrote the Investment Company Act and people that 
are familiar with the Interstate Commerce Act have recognized that 
the double regulation by both of these acts would be an impossible 
burden for a company, and that is our concern here. We don’t want 
both: one or the other. 

Today, 62 percent of Alleghany’s investments on a cost basis are 
stock of the New York Central Railroad Co. which operates a rail- 
road system comprised of over 50 carriers, and the Missouri Pacific 
Railroad Co., which, incidentally, of course has a controlled subsid- 
iary, the Texas & Pacific Railroad. Indeed, Alleghany controls 
Central, the second largest railroad system in the country. 

It is difficult to see how Alleghany can be other than a railroad hold- 
ing company, having invested 62 percent of its funds in rails. So 
long as we retain our dominant interests in the railroad industry, 
we have no choice but to be regulated by the Interstate Commerce 
Commission, which Congress has designated as expert in the national 
transportation field. 

SEC would lend you to believe that the effect of this amendment 
will be nothing more than to subject Alleghany to the jurisdiction of 
both ICC and SEC under the Investment Company Act. This is not 
the fact. 

If the proposed amendment is adopted, ultimate jurisdiction over 
Alleghany will transfer to the SEC, which is entirely without experi- 
ence in dealing with either the financial or operating problems of 
carriers or carrier holding companies. 

This shift of ultimate power will come about, although the SEC 
neglected to disclose this Pact | in its testimony before this House sub- 
committee, because section 50 of the Investment Company Act pro- 
vides that in all cases of conflict with the jurisdiction of other com- 
missions under other statutes, the Investment Company Act shall 
control. SEC will not have a mere veto power, but to the extent any 
findings and orders it makes may conflict with those made by the 
ICC, the SEC’s inexpertness will prevail. 
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Alleghany neither is now nor wishes to be free from all SEC regula- 
oo Alleghany is currently properly regulated to a large extent by 

Mr. Mack. Could I interrupt there to see if I understand the state. 
ment correctly that you just made. 

You are saying that you will not have dual jurisdiction in cases of 
conflict, but that you will come under the jurisdiction of the Securities 
and Exchange Commission ? 

Mr. Wattace. No, sir. No, Mr. Chairman. 

_ I can see the confusion that statement might create. The trouble 
is that both the Interstate Commerce Act and the Investment Com- 
pany Act have sections written into them that make their jurisdiction 
paramount and plenary. I don’t know what the result would be. That 
is one of the things that would worry us. 

If SEC says yes on a given topic and ICC says no, who do we obey? 

Under section 50 it says SEC is the boss. Under a similar section 
in the Interstate Commerce Act, I believe it would say ICC was the 
boss. It is the old story that you can’t serve two masters. 

Mr. Mack. You may proceed. 

Mr. Wattace. But such regulation is nuw only in areas where there 
is no conflict with ICC, a conflict necessarily resulting if the present 
bill is passed. 

As in the case of all publicly held companies having securities listed 
on a national securities exchange, SEC regulates Alleghany pursuant 
to its powers under the Securities Exchange Act of 1934 and the 
Securities Act of 1933. Indeed, since 1934 no communication to our 
stockholders calling for any action on their part has been made with- 
out SEC having first processed it. 

Alleghany owns stock, representing 1.4 percent on a cost basis of 
its total portfolio, in an investment company, Investors Diversified 
Services, Inc. Alleghany’s relationships with IDS are fully regulated 
by SEC under the Investment Company Act. IDS itself is, of course, 
fully and completely regulated ana the Investment Company Act. 

All of this is as it should be. Here, there are no conflicts. 

Alleghany is not seeking to escape regulation. Alleghany, its offi- 
cers and directors, its corporate structure, and its financial practices, 
are regulated under the jurisdiction and scrutiny of ICC, a jurisdic- 
tion and scrutiny I believe more sweeping and pervasive than SEC’s 
Investment Company Act jurisdiction. 

ICG, in exercising this jurisdiction, has a duty imposed upon it by 
Congress to protect investors as well as persons depending upon trans- 
portation. SEC would have you believe that ICC either has no power 
to, or is ill-equipped to, protect investors in Alleghany securities, and 
that SEC regulation is more pervasive than what it describes as ICC’s 
more limited type of regulation. 

If there is any merit to the SEC’s argument, why is it not er 
seeking to be given jurisdiction over the issuance of securities of all 
carriers who own securities ? 

Why does SEC seek to impose dual jurisdiction on only one cor- 
poration, Alleghany ? J 

It would make as much sense for the New York Central, and, in- 
cidentally, some of these other carriers I mentioned, to be so regulated, 
for the same considerations and policies govern issuance of securities 
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of carrier holding companies, like Alleghany, as govern securities of 
carriers, like Central. 

If SEC is entitled to regulate either, it is entitled to regulate both. 
In truth, it is entitled to regul: ate neither. But if you think other- 
wise, then let it be SEC ‘alone. 

As I said before, we are for regulation, not strangulation. We 

wish to be regulated by one agency, not two. It is unfair to subject 
us to double and conflicting regulation. 

If Congress feels that the corporation which controls the second 
largest rs ailroad in the country should not be regulated by ICC, then 
let it be SEC, but not SEC and ICC. 

The fact is that throughout the history of ICC legislation, Con- 
gress has recognized the interrelation of sound railroad financi ‘ing and 
the a of investors. 

As a Federal court has said in considering the problem of ICC 
regulation of Alleghany as opposed to SEC’s Investment Company 
Act regulation : 

It is impossible to believe that Congress could have intended investors in 
earrier securities to be left without any of the protections afforded other in- 
vestors. When Congress exempted corporations like Alleghany from compli- 
ance with the provisions of the Investment Company Act, it manifested no in- 
tent to deprive stockholders in such companies of the safeguards provided for 
other investment companies, but merely an intent to avoid dual regulation. 

I do not want to presume upon your time, Mr. Chairman, but I 
would like to cite to you 156 F. Supp. 227 at page 234, which is a 
citation to this same case that I just quoted from and in which the 
judge in that case, now Deputy Attorney General Lawrence E. Walsh, 
discusses in great detail the background of the legislative history of 
the exemption under 3(c) (9). 

I would also like to call your attention and if I may presume to 
read a brief statement from the ICC’s jurisdictional statement in the 
case of Breswick v. United States, dated November 1957. 

This was a Supreme Court case in which this issue of Alleghany’s 
regulation under the Investment Company Act or the Interstate 
Commerce Act. was decided. 

Mr. Mack. When was that decided ? 

Mr. Wattace. We went to the Supreme Court twice on this issue. 
Both times we were victorious. It was because of disagreement in 
the court below that we were forced to go twice. 

The first Supreme Court decision was in 1957. The second Su- 
preme Court decision was in 1958. 

It is in connection with this jurisdictional statement submitted at 
the October term of the Supreme Court of the United States in 1957 
that I call your attention to this. 

I quote. This is from the ICC statement: 

* * * The issuance of securities by railroad holding companies was subjected 
to the Commission’s jurisdiction under Section 20a for reasons which were 
illustrated by the Commission in Chesapeake & Ohio R. Co. Purchase, 261 
I.C.C. 239, 255 (1945) as follows: 

“Alleghany, under prior management in times of great financial stress and 
for its own purposes caused or permitted carrier corporations which it con- 
trolled to pay dividends when they were not being earned, or to pay dividends 


when they were under a heavy burden of debt, when traffic was declining, and 
earnings were decreasing notwithstanding scrimping of maintenance.” 
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Then the ICC goes on tosay: 


Here, the Commission acted to promote a current financial structure fop 
Alleghany so as to obviate any future pressure or temptation to cause Carriers 


ar oe 


under its control to engage in unsound financial practices. Congress has go | 
empowered the Commission to act in the public interest—not for the private | 


benefit of Alleghany Corp. 


Before authorizing such a radical change in long-standing congres. 
sional policy, we suggest that Congress ask SEC to demonstrate how 


the principles, tests, and procedures prescribed by Congress in the | 


Interstate Commerce Act are ineffectual in protecting the hundreds 
of thousands of investors in railroad stocks and bonds, or that ICC 
has been inefficient in carrying out the congressional mandate. Cer. 
tainly the SEC had not shown that the principles, tests, and procedures 
of the Investment Company Act need to be grotesquely engrafted 
on those of the Interstate Commerce Act in order to protect Alleghany’ 
investors, who, without the continuous supervision of SEC under the 
Investment Company Act have been their investment rise from minus 
$99 million to plus $100 million. 

Since Mr. Gray of the New York Central has testified concerning 
some of the significant conflicts resulting from an exercise of SEC's 
power under section 17, which could come about under the proposed 
amendment, I will confine myself to outlining a few of the many 
additional conflicts which would come about if this bill were made law. 

Consider what happens when Alleghany issues securities under its 
present ICC-regulated status. Alleghany must submit a verified 
application to ICC setting forth in detail the proposed issuance. After 
notice, discretionary hearings, full consideration and statutory find- 
ings, ICC may issue an order approving, disapproving, or even modify- 
ing the issue. All of this is, of course, subject to judicial review. 
On the other hand, SEC, under the Investment Company Act (or for 
that matter under its main securities statute, the Securities Act of 
1933) cannot, by Commission action, approve or disapprove the issu- 
ance of securities. Indeed, it has always strongly resisted any imputa- 
tion that it was approving or disapproving a security issue. So long 
as the securities of a registered investment company fit the mold of 
the Investment Company Act, that is, if they are not of a kind expressly 
forbidden by the statute itself, they can be distributed without a 
murmur from SEC. With regards to issuance of securities by invest- 
ment companies, SEC, unlike ICC, gives notice to no one, holds no 
hearings, makes no findings, and issues no orders. 

If this bill were passed SEC might cavil with the type of security 
ICC thought best for carrier holding companies as such security might 
be proscribed by the Investment Company Act. If the issuance of 
securities was an exchange of one type of security for another, SEC 
could invoke it, if it wished, section 25 of that act to thwart ICC 
approval. Yet it has been just such exchanges of securities which 
have helped enormously to restore Alleghany to fiscal soundness by 
eliminating what once seemed a hopelessly heavy burden of debt and 
preferred dividend arrears. If ICC thought a certain type of security 
was appropriate and SEC did not, expensive and parallel proceedings 


in both agencies might ensue, conceivably resulting in two different 
standards of the two different agencies. Alleghany or such stock- 
holders as might be aggrieved by one or the other agency’s resulting 
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conclusions would have to review or defend a review of these con- 
clusions in different courts having different methods of appeal. It 
is quite possible that the courts could with propriety ultimately sus- 
tain both agencies and their diametrically opposed conclusions, since 
both could have been arrived at appropriately by applying two differ- 
ent substantive tests. 

As another example of conflict, Alleghany would be required to keep 
two different sets of books of account based on the two different stand- 
ards prescribed by the two different agencies for two different pur- 
poses, to say nothing of the myriad duplicatory and confusing reports 
that would have to be filed with both agencies. The burden of this 
conflict, as SEC has told you, is not minimal. At least Congress in 
1934 thought the burden was more than minimal. The legislators that 
year wrote into section 15 of the Securities Exchange Act of 1934 the 
following protection against just such a burden: 

* * * but in the case of the reports of any person whose methods of accounting 
are prescribed under the provisions of any law of the United States, or any rule 
or regulation thereunder, the rules and regulations of the Commission with 
respect to reports shall not be inconsistent with the requirements imposed by 
such law or rule or regulation in respect of the same subject matter, and, in 
the case of carrier subject to the provisions of section 20 of the Interstate Com- 
merce Act, as amended, or carriers required pursuant to any other act of Con- 
gress to make reports of the same general character as those required under such 
section 20, shall permit such carriers to file with the Commission and the 
exchange duplicate copies of the reports and other documents filed with the 
Interstate Commerce Commission, or with the governmental authority admin- 
istering such other act of Congress, in lieu of the reports, information, and 
documents required under this section and section 12 in respect of the same 
subject matter. 

You will look in vain to find any similar protection written into this 
proposed amendment to the Investment Company Act. 

SEC suggests that all of these many kinds of conflicts are largely 
imaginary because SEC would have broad exemptive power. There 
are two answers to this. 

First, the power to exempt is a power exercisable at the whim and 
caprice of SEC—an unrestricted power which ought not imperil 
Alleghany’s stockholders, or those of the New York Central, or the 
public interest in a sound transportation system. We should be 
governed by laws and not by man. 

Second, only one opportunity has ever been presented to SEC to 
reconcile an order of ICC approving the issuance of securities with 
the Investment Company Act. This opportunity came in 1956 as 
the result of an erroneous lower court decision—later overturned by 
the U.S. Supreme Court. What did SEC do with this opportunity ? 

Parenthetically, let me answer an obvious question which will be in 
your minds at this point as a result of my statement of a few moments 
ago to the effect that in the normal course of events SEC does not 
pass on the issuance of securities by investment companies. 

What happened here was the result of an erroneous judicial deter- 
mination that Alleghany did not belong under ICC jurisdiction and 
that, therefore, the issuance of Alleghany in 1955 of its 6 percent 
convertible preferred stock was unlawful because Alleghany was not 
at that time registered as an investment company as required by the 
Investment Company Act. If we should have been registered, but 
were not, the issuance of any securities would have been prohibited by 
section 7 of that act. 
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Therefore, we sought from SEC a retroactive order exempting us 
from the provisions of section 7, because, through no fault of our own, 
we were retroactively, but erroneously, found to have been an un- 
registered investment company. This was in effect a plea to the 
discretion of the SEC to grant us, and our thousands of innocent and 
suffering stockholders, relief from a dilemma, not of our own makin 
but occasioned by good faith and later vindicated reliance upon 10¢ 
rulings. The requested exemption could only be granted if SEC found 
it necessary or appropriate in the public interest and consistent with 
the protection of investors and the purposes fairly intended by the 
policy and provisions of the Investment Company Act. 

After lengthy public hearings, a staff of technical experts of SEC, 
in a 73-page report, agreed with ICC, found the new securities bene- 
ficial to both common and preferred shareholders of Alleghany, and 
recommended the exemption. 

SEC’s staff concluded that the policies of the Investment Company 
Act would be best served by granting the requested exemption from 
section 7 and in effect making lawful the preferred stock which had 
been issued during the period when the lower court had erroneously 
held that Alleghany should have been registered under the act but 
was not. 

Sad to state, it would appear that Investment Company Act ex- 
erts may differ as to what best serves the public interest under the 
nvestment Company Act and what is the policy of the Investment 

Company Act, because a majority of the SEC Commissioners saw 
fit to cast a shadow on the validity of the securities by denying the 
requested exemption and striking down their own staff’s recommen- 
dation to grant the exemption. 

Not only did these Commissioners ignore the conclusions of their 
staff, but they flouted the expressed wishes of over 97 percent of 
Alleghany’s voting common stockholders who had endorsed the se- 
curity after reading all of its pros and cons in proxy material that 
SEC had made certain would fairly state all of the ramifications of 
the security. 

SEC’s failure to uphold ICC’s approval of the security issuance 
created chaos in the market. Fortunately the U.S. Supreme Court 
forced a happier conclusion. But that took more than a year; s0 
as a result of a divided Commission’s action, innocent investors in 
Alleghany were deprived for many months more than necessary of 
their right to sell or buy these securities. Alleghany has had a sam- 
ple of the dual jurisdiction the SEC wants you to legalize. That 
1S One reason we are so strongly opposed to the proposal. 

The memory of such action by SEC in this case offers small com- 
fort for holders of Alleghany stock purchase warrants and 6 percent 
convertible preferred stock who acquired these securities issued in 
good faith by the corporation, relying upon ICC rulings. These 
securities were approved by the vote of shareholders in response to 
proxy material processed by SEC. Yet the proposed amendment 
might cloak SEC with the power under the Investment Company Act 
to prevent the honoring of such securities because when issued or 
exercised or converted they were not, or might not be, in accord with 
one section of the Investment Company Act and might possibly tech- 
nically violate another. I would not care to contemplate how SEC 
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would grasp this opportunity in view of its past efforts to protect 
Alleghany investors, and its present efforts to make its dubious pro- 
tection legal. 

Nor are we or our shareholders assuaged by statement made by 
Mr. Gadsby, in a speech on April 16, 1959, in which he said: 

We are hopeful that hearings on these bills will be scheduled in the very near 
future. In the meantime, we are engaged in attempting to delineate any areas 
of conflict with the industry so as to simplify our presentation at the hearings. 

And a similar statement was made by Mr. Gadsby in reply to a 
question by Congressman Keith before this subcommittee on June 3, 
1959. But although section 7, according to SEC, affects only Alle- 
ghany, SEC has never seen fit to request our views or communicate with 
us in any way with respect to this legislation. In fact, the first 
knowledge of this we had was from a legal reporting service. I think 
even minimal standards of fair play required the Commissioners to 
inform us that they had requested the introduction of this bill which 
so directly affects only Alleghany and all of its stockholders. 

If relative market values rather than cost values of Alleghany’s rail- 
road and nonrailroad holdings, as SEC suggests, are to be exclusively 
determinative of SEC’s Invstment Company Act jurisdiction over 
Alleghany, it is conceivable that SEC’s paramount Investment Com- 
pany Act jurisdiction could vest, divest, revest, ad nauseum with 
the ups and downs of the market and Alleghany could bounce back 
and forth, to and from Investment Company Act regulation like a 
ball in a tennis match. 

Mr. Gadsby has testified that we are seeking to escape from SEC’s 
more persuasive regulation and that Alleghany is an investment com- 
pany and is not a railroad holding company. As to these words, I 
am reminded of the lines attributed to Humpty Dumpty in Lewis 
Carroll’s “Alice in Wonderland”: “When I use a word,” Humpty 
Dumpty said, “it means just what I choose it to mean—neither more 
nor less.” Can it be fairly said that Alleghany is trying to escape 
from SEC because it is now regulated by ICC ? 

Can Alleghany be fairly said to be trying to escape regulation by 
SEC when the law requires it to be regulated by ICC? 

Is regulation more pervasive when conducted by SEC rather than 
ICC merely because SEC says so? Is ICC regulation of Alleghany 
more limited and less pervasive because in addition to ICC’s interest 
in the protection of security holders, ICC must also look out for the 
public interest in the national transportation system ? 

Does Alleghany cease to be a railroad holding company because 
of an investment in a subsidiary regulated investment company which 
cost $1,201,562 compared to an investment of $54,597,350 in railroad 
securities ? 

Does Alleghany cease to be a railroad holding company and become 
an investment company because SEC says so, although the Supreme 
Court of the United States has twice said the opposite in the last 2 
years? Is not the New York Central Railroad Co., and are not many 
other of the Nation’s railroads that we have now heard from, and truck- 
ing companies, as much investment companies within SEC’s use of the 
term as is Alleghany? Is it not more appropriate to say that a com- 
pany like Alleghany, which controls the second largest railroad sys- 
tem in the country and has an important interest in the seventh largest 
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railroad, is a railroad holding company and not an investment com- 
pany? The questions answer themselves. al 

I again wish to thank you for granting me the privilege of being 
heard here today. 

Mr. Mack. Mr. Wallace, what is the regulated subsidiary that Alle- 
ghany has which is an investment company that cost $1,200,000 

Mr. Watuxace. It cost Alleghany $1,200,000 in 1949. Today that in- 
vestment is worth considerably more, and the company is Investors 
Diversified Services, which is a fully registered and regulated invest- 
ment company under the Investment Company Act of 1940 and In- 
vestors Diversified manages the investment portfolios of five large 
mutual fund companies, all of which again are completely regulated 
under the Investment Company Act. 

Mr. Mack. Is this the only one that is regulated? This is the only 
investment company that you control ? 

Mr. Watuace. Yes. That is the only interest we have in the in- 
vestment company field. It is the only company in which we have an 
interest that is regulated under the Investment Company Act and, as I 
pointed out in my statement, under section 17 our relationships with 
IDS are regulated by the SEC because of the affiliation point. 

The other holdings we have are the Missouri Pacific Railroad and 
the New York Central Railroad and an interest in a real estate com- 
pany, Webb & Knapp. 

Mr. Mack. Would you care to make Alleghany’s portfolio available 
to the committee ? 

Mr. Wauwace. I have annual reports here. I brought them along 
in case you wanted them. This will be our portfolio as of December 
31, 1958, and, insofar as the shares and the interest involved, they have 
not changed since December 31, 1958. Market value has changed. 
In fact,I think you probably are aware, and for instance, this is one of 
the reasons why we object to the idea of market value determining 
administrative status, that the market value of rail holdings have been 
up considerably the last few days, I am very happy to state. 

Mr. Mack. This will not give us the portfolio of securities. 

Mr. Watuace. Yes, it does. 

Mr. Mack. I was wondering about which securities are of com- 

anies which are regulated by the ICC and those regulated by the 

EC. Would that give us such information ? 

Mr. Wauiace. Yes, Mr. Chairman. If you would turn to page 14 
of Alleghany’s annual report, under schedule 1, you will see our invest- 
ment in Investors Diversified Services. That is the investment which 
is regulated presently under the Investment Company Act of 1940. 

Our investment in Missouri Pacific, the class A and the class B 
stock, is presently regulated by ICC and in fact is in a voting trust 
established under the order of ICC because ICC, of course, will not 
permit us, because of the Clayton Act, to control more than one class I 
railroad or exercise a control function over more than one class I 
railroad at a time. 

Then our investment in New York Central, which is regulated by 
ICC, is shown next. That shows a small stock investment in Webb & 
Knapp, which is relatively negligible. We have, in addition, ven- 
tures which are partnerships with other people over which, inci- 
dentally, we do not have the managing interest. 
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I would like to point out another thing. There is a big difference 
in a company like Alleghany Corp. and a closed end holding company 
as Lehman Corp. or 'Tricontinental Corp., which engages constantly 
in the buying and selling of securities and which engages in investing 
in broad market securities. 

For instance, if you were to look at the report of, say, Tricontinental 
Corp., you would see that during the course of the year they are con- 
stantly buying and selling because that is what they are designed 
to do. 

I would refer you to page 15 of our annual report, and you will see 
how relatively static the Alleghany holdings remain. We are a com- 

any that goes into very few investments but the investments we go 
into we go into for relatively large sums of money and for a rela- 
tively long period of time because we are interested in exerting some 
managerial functions In our investments, 

I think, too, [ might point out that in the prior part of the report 
there is further explanation of what these various companies are. 

Mr. Mack. I beg your pardon ? 

Mr. Wattace. I say that in the opening pages of the report, there 
is much more detail as to what these companies are and what they do. 

Mr. Mack. I was just noticing that your investment company there, 
the Investors Diversified Services, constitutes 47.5 percent of the 
assets. 

Mr. Wattace. That was correct as of December 31, 1958. 

I would guess that today that that is slightly smaller. Maybe it is 
40 percent. ‘That is because market values will vary. 

New York Central has gone up considerably in price since the end 
of the year and so has Missouri Pacific, and I think IDS has gone up a 
little too, but not as much. 

Again I would like to point out at this time, since I cannot em- 
phasize it enough, that we are not worried about which agency we 
are being regulated by but we only want one because we have lived 
under both, from 1940 to 1945 under the Investment Company Act, 
and from 1945 to date under the Interstate Commerce Act; but we 
want some sort of pattern where we do not have to every year look at 
the stock quotations to determine to whom we have to answer. 

Mr. Mack. I understand that. I notice in your report that the 
New York Central, as of January 20, constituted 20 percent of your 
assets and Missouri Pacific, 7 percent, and the two of them together 
less than 30 percent. which made your investment company look 
rather substantial at that particular time. 

I understand the change since then. 

Mr. Watiace. I do not want to mislead you, Mr. Chairman. I 
would suspect that today IDS constitutes some 40 percent of our 
portfolio based on market values. It constitutes a little over 1 per- 


cent based on cost. It turned out to be a very fortunate investment 
for us. 


Mr. Mack. Mr. serail 


Mr. Hempniit. Is IDS the same company which, I believe, you 
bought in 1949? 


Mr. Watuace. That is correct, sir. 
Mr; Hemeniuy. Then in 1955 you sold to some oil syndicate? 
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Mr. Watxace. No, we did not sell in 1955. In 1953, we sold about 
25 percent of the stock to Murchison Bros. of Dallas, Tex. 

Mr. Hemernity. That is an oil syndicate, is it not 4 

Mr. Wauuace. Murchison Bros. is a partnership comprised of two 
brothers, the sons of Clint Murchison, in Dallas. They have interest 
in oil and gas, that is correct, They have also, I believe, a controllin 
interest in a publishing business, the Henry Holt & Co., and Diebol 
Safe Co.; and we sold it to them. 

Mr. Hemruitt. Then your company recently, through a court ac- 
tion, regained control of it, did they not? 

Mr. Wattace. I am sorry, Congressman. That was the sale. In 
1955, we exchanged voting for nonvoting stock in IDS with Murchi- 
son Bros. The net result was to give us from about 50 percent of the 
voting stock to 25 percent and, in a stockholder derivative action 
brought in New York, as an offer of settlement in that action, Murchi- 
son Bros. agreed to return that voting stock to us in return for the 
nonvoting stock they gave us. It was a share-for-share exchange, 
That return of control of IDS has not gone through. It is still before 
the Federal district court in New York City. 

We have not had a decision on that although the briefs are in and 
the arguments are all completed, et cetera. 

Mr. Hempuiy. The New York Supreme Court has passed on it, 
has it not ? 

Mr. Watuace. The New York State Supreme Court has; yes, Mr. 
Hemphill, but it has to be passed upon by both the Federal and the 
State courts because the actions were brought concurrently in both 
courts. 

Mr. Hemenmy. What effect did that have on the value of the stock? 

a Wattace. It would not have any effect on the value of the 
stock. 

Mr. Hemputtu. I mean the market price. 

Mr. Wautace. It would not have any effect on the market price. 
The IDS voting and nonvoting stock is exactly the same. In fact, we 
own both presently. As you will see in our portfolio on page 14, we 
show ownership in both classes. 

On the quotations in the Wall Street Journal, for instance, IDS 
is quoted just as one quote. The only difference in the nonvoting and 
voting stock is that one votes and one does not vote. The dividend 
features, the liquidation features are all the same. 

As a result of this court action, if the judge approves, the settle- 
ment will be to return to us more voting stock, increase our control 
factor in IDS but not increase the value of the IDS we hold in our 
portfolio. 

Mr. Hempui. When you got control of it, did you at that time 
increase the nonvoting stock ? 

Mr. Watuace. No, sir. Wesplit it at one point. 

Mr. Hempniiy. There was an issue of some kind after that? 

Mr. Watuace. We split the voting and nonvoting stock together 
5 for 1 in 1954. 

Mr. Hemeuiw. 1954? 

Mr. Watiace. I thinkso. 

Mr. Hempnuity. That would not have been 1954 because I think you 
transferred the control in 1953, did you not ? 
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Mr. Watuxace. No, in 1953, we sold 25 percent of the voting stock 
to Murchison Bros. In 1955, we traded on a share-for-share basis 
about 16 percent of the voting stock with Murchison Bros. That is 
the last thing we had reference to, the thing that was under the court 
consideration. 

Mr. Hemeuiti. When the split took place, did the Securities and 
Exchange Commission pass on it? 

Mr. Watwace. Yes, sir. 

Mr. Hemputy. Did they approve it? 

Mr. Wattace. Yes, sir. 

Mr. Hemeuitt. Who made the application ? 

Mr. Watuace. IDS. 

Mr. Hemputityt. IDS made the application ? 

Mr. Watuace. Yes, sir. They must. They are fully regulated 
under the Investment Company Act. 

Mr. Hempuiy. You did not participate in that at all ? 

Mr. Watuace. No, we did not participate because we are only a 
stockholder of IDS. 

Mr. Hemputt. I thought you said you owned controlling stock. 

Mr. Wautace. Yes, we are not the dominant. stockholder today. 
We have a large voting interest. We have 24.9 percent of the voting 
stock. Today Murchison Bros., I believe, have 38 percent of the voting 
stock of IDS. If this court settlement in New York becomes final, 
and I believe it will, we will receive back 16 percent which would 
at that point increase our interest to about 40 to 41 percent and 
decrease Murchison’s to about 22 percent; but in any application such 
as an application for a stock split, the application would be coming 
from the company itself, IDS. 

Now, if the SEC wanted testimony from any stockholder of IDS, 
they could do so. They could secure such testimony. In fact, not 
in the official hearings on the stock split but in the course of this stock 
split, we did have several conferences in the SEC and I was personally 
present with various members of the SEC staff who had questions 
they wanted to ask us about it. 

Mr. Hempniti. Thank you so much. 

Would you have some of your staff send me the 1957 and 1956 
annual reports ? 

Mr. Watace. I certainly will, Congressman. 

Mr. Hemeuiwy. Thank you, Mr. Chairman. 

Mr. Watxace. Thank you very much. 

Mr. Mack. Mr. Kilgore. 

Mr. Kitcore. When did Alleghany acquire its interest in IDS? 

Mr. Wattace. Alleghany acquired its interest in IDS, Congress- 
man Kilgore, in 1949. 

Mr. Kitcore. In 1949, That is the purchase which is referred to in 
your statement ? 

Mr. Watiace. Of $1,200,000, that is right, sir. 

Mr. Kixcore. At that time what percentage of the common stock 
of IDS did Alleghany acquire ? 

Mr. Wauuace. At that time we acquired about 90 percent of the 
common stock and actually the total purchase price of IDS in 1949 
was $1,900,000. The reason I say $1,200,000 here is that between 1949 
and today we have sold off IDS stock. We have sold it at a profit 
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of et $11 million to our stockholders. The 90 percent 
we had in 1949 by sales, by other means, have been reduced to the 
24.9 percent that I spoke of a moment ago. Of course, that cost that 
I used, the $1,200,000, was simply the pro ration allowing for the 
sale of oe of that IDS stock over the last 9 years. 

Mr. Krreore. I think your statement and your testimony in re- 
sponse to questions is reasonably clear on the proposition that your 
objection is to double regulation. It is not an owjection to regulation 
by either the SEC or ICC. 

Mr. Wattace. That is right, sir. 

_ Mr. Kireore. Did I understand from your statement that at the 
time in 1944 perhaps or 1945 when the ICC assumed jurisdiction by 
virtue of an action which it itself initiated that the Alleghany Corp, 
opposed the ICC position ? 

(Ir. WALLACE. that is my understanding. Initially we sought to 
keep our status under the Investment Company Act. If I may, Con- 
gressman Kilgore, amplify that a little bit, the thing that concerns 
us is that it takes a period of years to understand how to live under 
one of these laws. You have to learn what color paper they want 
form X‘YZ filed in, whether they want it 3 days ahead of time, et 
cetera, and here for 5 years we had been regulated and living under 
the Investment Company Act and we had become pretty well accli- 
mated. We knew how we could conduct ourselves. 

These are very complicated acts. 

Then in 1945, ICC said, “You are a railroad holding company. 
You should be under our jurisdiction.” And they took us out and 
we at that point, as I understand it, were somewhat reluctant, like 
taking the goldfish out of the bowl. We did not know where we were 
going to be put and how it was going to work out. We were some- 
what worried about getting ourselves in the position to perform prop- 
erly under the Interstate Commerce Act. That is again our worry 
here. That is why we are concerned with this statute that might pro- 
vide for one day SEC saying, “We want you,” and the next day say- 
ing, “We do not want you.” 

e are not saying we should not be regulated, but I think we at 
least should be entitled to some consistency in regulation. 

Mr. Kireore. I think it is rather understandable that, having be- 
come acclimated to the regulation of one agency, there would be an 
inclination on the part of one management to want to stay there, and 
I do not attach any particular significance to your resisting, if you 
did at that time, ICC regulation. 

What I was attempting to determine was to completely clarify the 
record with respect to whether or not the Alleghany Corp. has sought 
at any time to escape SEC regulation. In other words, you did not 
initiate in any respect the change which occurred in 1945. There has 
been no overt action or covert action on the part of Alleghany to 
escape SEC regulation. Is that true? 

r. Watiace. I am very glad you asked that. 

Yes; that is true. We have fought two Supreme Court cases on 
this issue of our jurisdiction, but the reason we fought those cases in 
the Supreme Court in 1957 and 1958 was not because we wanted to 
escape SEC regulation under the Investment Company Act. We 
wanted to escape a retroactive application of that regulation under 
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the Investment Company Act because the SEC, in order to force 
companies to register under the Investment Company Act—and 
rightly so; I am not criticizing—has a section in the Investment Com- 
pany Act that says if you should be registered and are not registered 
then anything you do while in that unregistered status is null and 
yoid; and as you know, when a court comes down with a decision and 
says this or that, it has a retroactive effect. That is why we fought 
that. It was not that we are seeking Investment Company Act regu- 
lation. Quite the contrary. In fact, when we lost in the lower court 
we voluntarily went in to the SEC and provisionally registered and 
were filing reports and conducting ourselves. It was an impossible 
burden at that point. In fact, for a year Alleghany was practically 
doing nothing but trying to figure out what report we filed where and 
I was spending all my time trying to answer to both ICC and SEC. 

I think that our annual reports for those years will indicate that 
our business activity was severely hampered. et ty 

I am glad that you asked that, Mr. Congressman, because it is just 
what I am trying to get over. We are not seeking to escape Invest- 
ment Company Act jurisdiction. We are proud of the record we 
have made for our stockholders in Alleghany and we feel that we 
have nothing to fear by such eee 

We only fear the double regulation. 

Mr. Kitcorr. Maybe this is somewhat of an unusual question. Cer- 
tainly your answer is to some extent a self-serving declaration. I 
recognize that, but, if I could ask you to look at it from this side of the 
table momentarily, our interest necessarily is that of the investing 
public and of the traveling public and our interest is restricted to 
those questions and their related questions. 

Is there anything in your operation, in the manner in which you 
are carrying it on or might contemplate carrying it on which would 
make your operation more difficult under the Securities and Exchange 
Commission as distinguished from the ICC, not under both of them ? 
Is there anything which would make your problems particularly more 
difficult? Is there anything which you could not do, anything which 
the SEC in its operations would perhaps change, anything which 
the SEC might prevent you from doing which you are doing? 

Mr, Watiace. The answer, insofar as our doing business, is that 
there is nothing that I would worry about as to doing business. There 
is one problem about. which we are quite concerned. That is that we 
have outstanding certain convertible securities, certain warrants that 
the SEC has indicated that they would not have allowed under the 
Investment Company Act. They do not say that anyone has been 
hurt by these securities. Quite the contrary. The securities have 
tripled, the preferred stock has tripled in value since it was issued: 
but they say that under the Investment Company Act they would 
not have allowed this type of security. So long as they do not seek 
to put any retroactive effect on their regulation, so long as something 
in the proposed bill could protect our stockholders against a retro- 
active application of any of the provisions of the Investment Com- 
pany Act, I would not be concerned. Really, that is the second 
thing that concerned us and there are only two things that concerned 
us on this bill. That is, one, this double regulation point, and two. 
any possible retroactive application of Investment Company Act 
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regulations. So long as we are protected in those areas we can 
function. 

As I say, we functioned for 5 years under the Investment Com. 
pany Act and did not have any trouble. 


Mr. Kireore. To go one step further, then, I take it from the gen. | 


eral tenor of your testimony that, if you had a choice of regulation 
under the ICC or the SEC at this time, that you would elect the ICC 
pretty much in the same light that you elected the SEC when you 
had been under them before ¢ 

Mr. Wattace. I would like to say in answering this that I have the 
greatest respect for the staffs of both those agencies. I have always 
found them fair and honorable in their dealings with us but I would 
say that, given a choice, I would lean toward ICC because we are 
currently regulated by them. 

Our staff is geared to their requirements, et cetera. As long as these 
two provisions that I mentioned, the duality and retroactivity were 
safeguarded, I really would not be too worried either way. I think 
I would add that in my opinion there is really a greater burden on us 
under ICC regulation today than there is under SEC. We cannot 
issue a security. We cannot borrow money. If we want to make 
a bank loan as we did, and our latest bank loan was in February 1958, 
we had to go down to ICC and file a signed copy of that. bank loan 
agreement with a syndicate of banks and make a verified application, 
and it was subject to hearing before we could borrow that money. 
We could only do it with ICC’s specific approval. 

Under the Investment Company Act we could make a bank loan 
without a yea or nay from the SEC so long as there is the necessary 
asset coverage and so long as certain requirements as to the restric- 
tion of dividends were met. That is contained in section 18 of the 
Investment Company Act. I think that actually the regulation of 
the Interstate Commerce Commission is more pervasive if anything 
than the regulation of the Investment Company Act but we can live 
under either alone. 

Mr. Kircore. That is all. 

Mr. Mack. Mr. Hemphill. 

Mr. Hempntity. I am sorry to have broken this off, but we have 
people visiting here and you want to visit with them. As I under- 
stand your operation, you do not operate a railroad in the sense that 
New York Central operates a railroad but you control the manage- 
ment by virtue of controlling the stock. 

Mr. Watiace. That is correct, sir. 

Mr. Hempnm.. Is that true of the Missouri Pacific? 

Mr. Watxace. I sometimes wish it were. 

No. In fact, we are not allowed to exert any influence on the 
Missouri Pacific because one of the powers given the ICC under the 
Clayton Act is to prevent a corporation such as Alleghany from exer- 
cising control of more than one class I carrier at a time so that ICC, 
when the Missouri Pacific case came out of bankruptcy in 1956 issued 
an order on their own motion requiring us to forthwith put the 
Missouri Pacific stock we owned, which is over 50 percent of the class 
B, in a voting trust, an independent voting trust which they ap- 

roved, and they had to approve the terms of it, et cetera. The vot- 
ing trustee is the Empire Trust Co. of New York, and we may have 
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no interest in the operation of the Missouri Pacific except to receive 
dividends and hope that the stock will go up. 

We cannot exercise the control over the Missouri Pacific that we 
exercise over the New York Central. 

Mr. Hemeniti. Do you exercise control of any other company 
other than the potential of IDS? 

Mr. Watuace. No. 

Mr. Hemeuitt. I mean a control sufficient to control the mana- 
gerial policy and the managerial personnel. 

Mr. Wauuace. No, sir. We have an investment in Webb & Knapp 
which, on a cost basis, is quite substantial, about $20 million, but 
under the agreement we made with Webb & Knapp, we will ulti- 
mately receive warrants to purchase about one-third of their common 
stock, but the voting of those warrants will be restricted over a 

eriod of 15 years so that at least for the present the only companies 
in which we can exercise any managerial influence at the present 
time is the New York Central and Investors Diversified Services, and 
New York Central itself is, of course, regulated by ICC and IDS is 
regulated by the Investment Company Act. 

Mr. Hempuitt. Is there any person, firm, or corporation that owns 
as much as 25 percent of the stock of Alleghany ? 

Mr. Wattace. As to the stock of Alleghany, as nearly as I can 
answer you in terms of market value, the largest owner of Alleghany 
Corp. stock today is Mr. Allan P. Kirby. 

Mr. Hempnitt. How much in percentage does he own ? 

Mr. Watiace. Mr. Kirby owns about 10 percent of the common 
stock, about 9 percent of the 6-percent preferred stock. Mrs. Robert 
Young, the widow of our late chairman, owns through her ownership 
and the ownership of Mr. Young’s estate, of which she is sole bene- 
ficiary, approximately 2 percent of the common stock, 12 percent of 
the 6-percent preferred stock and 60 percent of the $4 prior preferred 
stock. 

Then in addition, there are very large interests in Alleghany in 
two Wall Street firms, Merrill Lynch, and G. H. Walker, but as near 
as I know, Congressman, that represents the ownership of their cus- 
tomers and is merely the nominal registration of those securities. 

Mr. Hempnuitz. At what point did your portfolio change to give 
you control of the New York Central? What did you trade off in 
1954? 

Mr. Wau.ace. In January 1954, we sold our interest in the Chesa- 
peake & Ohio Railroad Co. That was in January 1954. In May 1954, 
we sold our interest in the Pittston Co., which is also ICC regulated 
because it controls the U.S. Trucking Co., and I think, Brinks. In 
May 1954, of course, in a proxy contest, we secured control of the New 
York Central Railroad Co. 

Our interest in the Missouri Pacific Railroad, which we hold, goes 
back to 1929. 

Mr. Hempuiti. Am I taking too long, Mr. Chairman? 

Mr. Mack. No. Proceed. 

Mr. Hempuiiy. I might ask you this: Since 1949, when you first 
acquired this control of IDS, has your portfolio varied at any time 
to give you control of some other company which will be under the 
regulation of the SEC ? 
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Mr. Wat.ace. No, sir. Since 1949 we have held other railroad 
securities other than the ones we have mentioned and they have been 
sold. In fact, I think they were all sold prior to 1953. 

The only investment company we have ever had an interest in is 
IDS ever since the corporation was founded in 1929. 

I might add, and I think when you receive these annual reports 
which T will mail down to you, you will see that our portfolio since 
1954 has varied very little. The only major acquisition was the 
acquisition in 1956 of our interest in Webb & Knapp but the interest 
in IDS since 1949 has decreased because we have ald off shares over 
those years at a profit of $11 million, but our rail interests have stayed 
fairly constant since 1954. 

Mr. Hempuiyi. Thank you very much, sir. I am sorry I took so 
much of your time. 

Mr. Watuace. Thank you, sir. 

Mr. Hempum. Thank you, Mr. Chairman. 

Mr. Mack. On page 15, you referred to section 7 of the Securities 
and Exchange Act concerning protection against the burden, and you 
mentioned on page 14 that there is no similar protection written into 
the proposed amendment. 

Is it not true that, while the SEC had to accept the reports of the 
ICC, they did not have to accept the accuracy of the report or approve 
the report filed ? 

Mr. Watxace. I would not know one way or the other, but I would 
think that that would be right. I would suspect that that is correct. 

The point I was making here, of course, 1s that Congress and, I 
believe, the SEC at the time this act was made law recognized the fact 
that reporting to two Federal agencies who are regulating you in the 
same area when they are interested in the same type of thing was a 
rather difficult burden to place on any corporation. 

Mr. Mack. About 20 years ago, it is my understanding that the 
SEC required Alleghany and Missouri Pacific Railroad to write off 
some $15 million and the ICC had not questioned that at the time. I 
am sure you are familiar with that. 

Mr. Wattace. At that point, of course, the difficulties were that 
there had been a great many reforms, I believe, in both Interstate 
Commerce Act rules and regulations and the creation of the SEC. 
The management, prior to our tenure in Alleghany, kept the books in 
ey than a clear manner, I might add, and in fact that was the very 
thing. 

Mr. Mack. I was not reflecting upon Alleghany. 

Mr. Wattace. No; but I am trying to explain, Mr. Chairman, why 
ICC may not have picked up this deficiency and did not make the 
writeoff mandatory. I donot think it was quite clear. 

Mr. Mack. And the SEC did? 

Mr. Wattace. I think that isa fair statement, sir; yes. 

Mr. Mack. Are there any further questions, Mr. Kilgore? 

Mr. Kurcore. I have no further questions, Mr. Chairman. 

Mr. Mack. Mr. Wallace, we were wondering if you would supply 
for the committee copies of the two Supreme Court decisions in whic 
I coat we are all interested. Mr. Hemphill is interested as well as 
myself. 

Mr. Wattace. Yes,sir. I will be delighted to. 
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(The information referred to, when received, will be placed in the 
committee files. ) 

Mr. Mack. Will you furnish the 73-page SEC staff report on the 
Commission’s opinion ? 

Mr. Wat.ace. I have one copy here if you would like to have it now. 

I will send further copies down. 

Mr. Mack. If you have it available, we would appreciate having 
that for our files, so that we can refer to this matter when we are 
considering it in later committee proceedings. 

Mr. Wattace. Yes, sir. 

Mr. Mack. I have no further questons. Thank you very kindly. 

Mr. Wautace. Thank you very much, sir. 

(The following information was later received from Mr. Wallace :) 


ALLEGHANY Corp., 
New York, N.Y., July 13, 1959. 
Hon. Peter F. MACK, Jr., 
Chairman, Subcommittee on Commerce and Finance of the Committee on Inter- 
state and Foreign Commerce, House of Representatives, Washington, D.C. 


Dear CONGRESSMAN Mack: In the course of my testimony yesterday before 
the subcommittee, of which you are chairman, you asked me a question regarding 
the reserve of $23,082,799 set against our interest in Missouri Pacific Railroad 
Co., class B stock. You asked me if this reserve had not come about as a result 
of SEC action. I believe my answer in substance was that I did not recall, 
put would accept your statement. 

On returning to my office I learned that the reserve had been set up in 1950 
in response to action, not by SEC but by ICC and, as a result of one of the 
periodic examinations of Alleghany’s books and records carried out by ICC 
examiners pursuant to statutory authority. This reserve was requested in a 
letter from the Bureau of Accounts and Cost Findings of the Interstate Com- 
merce Commission, dated November 15, 1950, taking certain exceptions to various 
Alleghany accounts. The pertinent part of the letter is quoted as follows: 

“Eaception No. 91 Investment in Stock of Missouri Pacific Railroad Co.—Our 
examiner also reported that as of August 31, 1950, your company owned a total 
of 444,000 shares of common stock of the Missouri Pacific Railroad Co. which 
were recorded on the books of your company at a cost of $35,290,741.35. Accord- 
ing to records in your office, as of the same date this stock had an indicated 
market value of only $333,000, a number of shares having been sold in recent 
months for less than $1 per share. On October 3, 1950, the U.S. District Court 
at St. Louis formally approved a plan for reorganization of the Missouri Pacific 
which gives me recognition to the common stock. It is therefore obvious that 
the recorded book cost of the common stock held by your company is materially 
overstated if the stock is not in fact worthless.” 

As a result of this letter from ICC a special meeting of the executive com- 
mittee of Alleghany Corp. was held on December 11, 1950, and the requested 
reserve was set up. The following is a quotation from the minutes of this 
meeting. 

The chairman advised the meeting that an inspection of the corporation’s 
accounts and records had been made by an Interstate Commerce Commission 
examiner, and that the corporation was in receipt of a letter from the Com- 
mission’s Bureau of Accounts dated November 15, 1950, advising the corporation 
that the examination disclosed certain corrections which were necessary for 
compliance with the Commission’s regulations, among which reference was made 
to the corporation’s investment in stock of Missouri Pacific Railroad, which has 
continued to be carried on the corporation’s books at its cost to the corporation 
of $35,290,741.35 and pointing out the August 31, 1950, indicated market quota- 
tion for said stock of $333,000 and the fact that the U.S. District Court at St. 
Louis formally approved a plan of reorganization of Missouri Pacific which 
gives no recognition to the common stock; and attention was called to section 
5(a) of the special instructions for general balance sheet accounts which pro- 
vides that the accounting company shall write down the ledger value of any 
Securities to the extent of impairment in their value, and that securities shall 
be written down to reflect anticipated loss in value or written off entirely if there 
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is no reasonable prospect of realizing any value whatever therefrom; and that 
section 5(c) provides that carriers may create reserves from surplus to cover 


such reductions in value; and requesting that this matter be reviewed and advice | 


given as to what adjustment will be made. 

A full discussion of the matter ensued and an examination was made of the 
market quotation range for the stock currently and over the past several years, 
noting particularly that the quotations for the stock had risen from 2% bid 
on December 1, 1950, to 54% close on December 8, 1950. Consideration was also 
given to the corporations’ continued opposition to reorganization plans of Mis. 
souri Pacific Railroad which give no recognition to its common stock, and the 
corporation’s activities to secure such recognition, and to other factors. After 
due consideration and discussion of the request of the Interstate Commerce 
Commission that this matter be reviewed it was concluded that the common 
stock of Missouri Pacific Railroad was far from worthless and that its potential 
value was substantial, but that in order to comply with the Commission’s request 
a reserve would be provided against the cost of the stock as carried in the 
corporation’s accounts. The chairman advised that Messrs. Robert R. Young 
and Allan P. Kirby, the other two members of the executive committee, had 
concurred in the conclusion that such a reserve be provided. Upon motion duly 
made, seconded and unanimously carried, it was— 

“Resolved, That in order to comply with the request of the Interstate Com- 
merce Commission made in the communication of November 15, 1950, from its 
Bureau of Accounts that it be advised what adjustment would be made in the 
recorded book cost of the corporation’s holdings of Missouri Pacific common 
stock, and pursuant to section 5(c) of the Commission’s special instructions 
for general balance sheet accounts, the proper officers of the corporation be and 
each of them hereby is authorized and directed to create a reserve in the amount 
of $33,290,741.35 against the recorded book cost of $35,290,741.35 for the 444,000 
shares of Missouri Pacific Railroad common stock owned by the corporation; 
and be it further 

“Resolved, That the proper officers of the corporation be and each of them 
hereby is authorized and directed to provide an additional reserve in the amount 
of $4,899,366.04 against the recorded book cost of $4,942,773.06 for the 55,2 
shares of Missouri Pacific Railroad Co. common stock previously sold by the 
corporation in March and July 1950 in accordance with the opinion and recom- 
mendation dated November 1, 1950, of Peat, Marwick, Mitchell & Co., the corpora- 
tion’s independent public accountants ; and be it further 

“Resolved, That the officers of the corporation be and each of them hereby is 
authorized and directed to do any and all things in their (or his) judgment neces- 
sary or appropriate in order to carry out the intent and purposes of these reso- 
lutions.” 

This type of inspection of books and records by ICC is one of the things I had 
in mind when I testified that ICC regulation was, in my belief, more perversive 
than SEC-Investment Company Act regulation. In order that the record may 
be clear, I respectfully request that this letter be made a part of the proceedings 
in your subcommittee’s consideration of H.R. 2481 and my inaccurate answer 
corrected. I am taking the liberty of sending a copy of this letter to the other 
Congressmen present during my testimony. 

Respectfully yours, 
Davip W. WALLACE. 

Mr. Mack. Mr. Leonard Anderson. 


It appears that everyone else today had deadlines and they had to 
catch planes and I guess, in this case, it is a train. 

I want to thank you for cooperating with the committee and accom- 
modating these other people who had engagements this afternoon. 

Weare very understanding because we have quite a few deadlines to 
meet ourselves in getting out of Washington. 


STATEMENT OF LEONARD G. ANDERSON, ASSISTANT GENERAL 
ATTORNEY, ATLANTIC COAST LINE RAILROAD CO. 


Mr. Anperson. Of course. I do not leave until 9 o’clock tonight. 


Mr. Mack. Mr. Anderson, you represent a group of railroads? 
Mr. Anperson. Yes. 








m 


Tr 


— " 2's @ he 


SECURITIES ACTS AMENDMENTS, 1959 291 


My name is Leonard G. Anderson. I am assistant general attorney 
of the Atlantic Coast Line Railroad Co., with office at Wilmington, 
N.C. I appear today on behalf of the Atlantic Coast Line Co., which 
is a railroad holding ea 3 the Atlantic Coast Line Railroad Co., 
the Louisville & Nashville Railroad Co., the Charleston & Western 
Carolina Railway Co. and the South Carolina Pacific Railway Co. 

The Atlantic Coast Line Co. (hereinafter referred to as the Con- 
necticut Co.) is a corporation existing under the laws of the State of 
Connecticut. The Connecticut Co. is not engaged in trading in se- 
curities of railroads. It owns approximately 321% percent of the 
outstanding common stock of the Atlantic Coast Line Railroad Co., 
thereby exercising control over that railroad. It owns all of the 
outstanding stock of the Charleston & Western Carolina Railway Co. 
as well as a substantial portion of its mortgage bonds, and more than 
50 percent of the stock of the South Carolina Pacific Railway Co. 

he Atlantic Coast Line Railroad Co. owns approximately 34 per- 
cent of the common stock of the Louisville & Nashville Railroad Co. 
and thus through its control of the Atlantic Coast Line Railroad Co., 
the Connecticut Co. controls the Louisville & Nashville Railroad Co. 

Because of its ownership of stock in the Atlantic Coast Line Rail- 
road Co., the Interstate Commerce Commission in Atlantic Coast 
Line Railroad Company, et al., Purchase, Finance, Docket No. 15015, 
decided December 12, 1945, found the Connecticut Co. to be a “carrier 
subject to the provisions of section 20 (1) to (10) inclusive and sec- 
tion 20a (2) to (11) inclusive of the Interstate Commerce Act.” 

Should the proposed measure, the subject of this hearing, be enacted 
into law, section 7 thereof designed to amend subsection (c) (9) of 
section 3 of the Investment Company Act of 1940 would subject the 
Connecticut Co. to the jurisdiction of the Securities and Exchange 
Commission upon a proper finding and by order of the Securities and 
Exchange Commission that the Connecticut Co. engages in the busi- 
ness of investing, reinvesting, owning, holding or trading in securities. 
Such a finding and order would no doubt be forthcoming for the rea- 
son that while the Connecticut Co. does not engage in trading in 
securities, it nevertheless owns and holds securities of railroads. 

Under present law the Connecticut Co. is subject to limited juris- 
diction of the Interstate Commerce Commission, but should be pro- 

osed amendment became law, that company will in addition be sub- 
ject to the jurisdiction of the Securities and Exchange Commission. 
Such a situation may well cause conflict and confusion. 

Under section 7 of the proposed bill, the Securities and Exchange 
Commission could not find and by order declare the aforementioned 
railroad companies to be investment companies and thereby subject 
them as such to regulation. But if the Connecticut Co. were found to 
be an investment company under the act, then under section 17 of 
the act and by the definition of “affiiliated company” under section 2 
of the act, the said railroad companies and their subsidiaries and 
affiliates would be subject to regulation in certain transactions by the 
Securities and Exchange Commission simply because of the afore- 
mentioned control or ownership by the Connecticut Co. 

Section 17 of the act imposes regulations and restrictions upon cer- 
tain interaffiliate transactions as described in said section. The control] 
by the Securities and Exchange Commission would be far reaching and 
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would cover security transactions between the affiliated railroads and 
between such railroads and the Connecticut Co. Jurisdiction would be 
asserted in such matters of which the Interstate Commerce Commission 
now exercises jurisdiction. The dual regulation, whether limited or 
extensive, resulting therefrom and the conflicts that might well arise 
would in the long run serve only to overburden the railroads and dras- 
tically weaken their competitive position. 

For the reasons mentioned, the companies for which I appear re- 
spectfully request the deletion of the proposed amendment to sub- 
section (c) (9) of section 3 of the Investment Company Act of 1940 
thereby preserving unto the Interstate Commerce Commission the 
jurisdiction it now exercises of the financial matters of carriers and 
noncarriers. ' 

Mr. Mack. Outside of this one amendment, would you support this 
legislation ? 

Mr. Anverson. That is right, sir, outside of the section 7. 

Mr. Mack. You think that it would have an effect on you similar to 
the effect it would have on the Alleghany Corp. ? 

Mr. Anperson. Yes, indeed; it wenkd on the Atlantic Coast Line 
Co. It would be identical. 

Mr. Mack. Mr. Hemphill? 

Mr. Hempui.. I have never heard of this South Carolina Pacific 
Railway Co. What is that? 

Mr. Anperson. It is a railway company, sir. It is a small one in 
South Carolina. 

Mr. Hempuityi. Where does it operate ? 

Mr. Anverson. Lane, 8.C.,to Sumter, S.C. It isa very small line. 

Mr. Hempuiny. Thank you, sir. 

Mr. Mack. Are the railroads that are controlled by your holding 
company members of the Association of American Railroads? 

Mr. Anprerson. Yes; they are. 

Mr. Mack. You were present when the representative of the asso- 
ciation made his statement and Mr. Watkins did not seem to be 
familiar with your problem. 

Mr. Anperson. We did not discuss it with him. 

Mr. Mack. I see. 

Do you know of any other holding company that would be con- 
fronted with a similar problem ? 

Mr. Anverson. I do not know of any other holding company, but 
the president of the Delaware & Hudson was vitally interested in this 
and apparently they have a parent company. They might have a 
parent company by that name, Delaware & Hudson. 

Mr. Mack. Thank you, Mr. Anderson. 

Mr. Anperson. Thank you, sir. 

Mr. Mack. The committee will stand adjourned, subject to the call 
of the Chair. 

(Whereupon, at 4:40 p.m., the committee adjourned, subject to the 
call of the Chair. ) 
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SECURITIES ACTS AMENDMENTS, 1959 


TUESDAY, JULY 14, 1959 


House or REPRESENTATIVES, 
SUBCOMMITTEE ON COMMERCE AND FINANCE 
or THE COMMITTEE ON INTERSTATE AND ForEIGN CoMMERCE, 
Washington, D.C. 

The subcommittee met at 10 a.m., pursuant to recess, in room 1333, 
New House Office Building, Hon. Peter F. Mack (chairman of the 
subcommittee) presiding. 

Present: Representatives Mack, Hemphill, Collier, Keith, and 
Harris. 

Mr. Mack. The committee will come to order. 

This morning, we are continuing our hearings on matters affecting 
the Securities and Exchange Commission. 

We will receive testimony this morning on the amendments pro- 

osed by the Securities and Exchange Commission to the Securities 
Rachings Act of 1934, H.R. 2480. 

We are very fortunate to have with us this morning the executive 
vice president of the New York Stock Exchange, Mr. Edward Gray. 


STATEMENT OF EDWARD C. GRAY, EXECUTIVE VICE PRESIDENT 
OF THE NEW YORK STOCK EXCHANGE; ACCOMPANIED BY EDWIN 
D. ETHERINGTON, A VICE PRESIDENT OF THE NEW YORK STOCK 
EXCHANGE, AND SAMUEL L. ROSENBERRY, OF MILBANK, TWEED, 
HOPE & HADLEY, COUNSEL TO THE NEW YORK STOCK EXCHANGE. 


Mr. Gray. Thank you, Mr. Chairman. 

Mr. Mack. Mr. Gray, do you have any other people with you that 
you want to introduce or want to have join you in your testimony ? 

Mr. Gray. May I, Mr. Chairman, introduce to you Mr. Edwin D. 
Etherington, vice president of the New York Stock Exchange, and 
Mr. Samuel L. Rosenberry, of Milbank, Tweed, Hope & Hadley, 
counsel to the New York Stock Exchange. They are accompanying 
me today. 

Mr. Mack. You may proceed. 

Mr. Gray. Mr. Chairman, we appreciate your affording us an op- 
portunity to present our position on the amendments of the Securi- 
ties Exchange Act of 1934 proposed in H.R. 2480. 

Mr. Hempuityt. Mr. Chairman, may I ask Mr. Gray if your re- 
marks are confined to H.R. 2480. 

Mr. Gray. They are, sir. 

Mr. Hempnitt. You won’t discuss the others at this time? 

Mr. Gray. Not at this time. 
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Mr. Mack. Mr. Gray, now that we have interrupted you, do you 
want your supplemental statement following your statement that you 
are giving now ? 

Mr. Gray. We would appreciate that very much, Mr. Chairman, 

Mr. Mack, Without objection, we will have it included following 
your statement. 

Mr. Gray. I would like to discuss briefly a number of amendments 
which are of particular concern to the exchange. 

Several of the amendments proposed in H.R. 2480 are favored by 
the exchange because they would extend to all registered brokers and 
dealers provisons which now apply only to members of national se- 
curities exchanges and those transacting business through such mem- 
bers. We have commented on these proposals in our written state- 
ment. Other amendments, as now drafted, seem to us to involve dele- 
gation of unnecessarily broad legislative authority to the Securities 
and Exchange Commission. In our view, the Commission should 
seek—and Congress should delegate—only such authority as is needed 
to meet specific problems the Commission may have encountered in 
administering the securities laws over the past quarter century. 

We recognize the fact that regulatory statutes may lose their use- 
fulness if they are overly rigid. Nonetheless, we think Congress 
should not be asked to abandon reasonably precise statutory standards 
drafted so as to guide both the Commission and the regulated indus- 
try. Businessmen, no less than other citizens, have an understandable 
fear of the unknown. One important purpose of government by law, 
as opposed to government. by men, is to make such fears unnecessary. 

The Securities and Exchange Commission has had a praiseworthy 
record of efficiency in administering the securities laws. ‘The exchange 
has never hesitated to support constructive and reasonable legisla- 
tive proposals when the Commission has shown the need for new 
authority to eradicate an evil, or for legislation to cure a defect in the 
statute. We have always felt, however, that in each instance the 
burden is clearly on the Commission to propose an extension of its 
regulatory and rulemaking power which is restricted to a problem 
area which it has documented very clearly. In several of these pro- 
posals as now drafted, we do not think this burden has been sustained. 

We understand that the Commission proposes to reconsider certain 
proposals in light of comments already made by industry representa- 
tives. I should make it clear, therefore, that my comments are di- 
rected to the proposals in their present form. 

Section 8(d) of the 1934 act makes it unlawful for a member of a 
national securities exchange, or a person transacting business through 
a member, to lend or arrange for the lending of a customer’s securities 
without the written consent of the customer. The amendment pro- 
posed in section 7 of H.R. 2480 would substitute for this precise legis- 
lative requirement broad language making it unlawful for any broker 
or dealer, directly or indirectly, to borrow, lend, or hold a customer's 
securities “in contravention of such rules and regulations as the Com- 
mission may prescribe as necessary or appropriate in the public in- 
terest or for the protection of investors to provide safeguards with 
respect to securities carried for the accounts of customers.” 

The Commission has pointed out that the New York Stock Ex- 
change and some other stock exchanges require their members to segre- 
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gate customers’ fully paid securities and excess collateral, but that 
this requirement does not apply to brokers and dealers who are not 
members of those exchanges. It would be one thing for the Commis- 
sion to ask for this precise authority. It is another for it to request 
virtually limitless authority regarding the borrowing, lending, and 
lding of securities. ; : 
nee os advised that the Commission is studying a possible modifi- 
cation of this proposal in light of industry objections. It may be 
helpful both to the Commission and the committee, therefore, if we 
suggest a possible alternative designed to give the Commission the 
precise authority it seeks. This could be accomplished by adding 
a new section 8(e) which would make it unlawful for any registered 
broker— 

To carry for customers’ accounts fully paid or excess margin securities in 
contravention of rules and regulations providing for the segregation of such 
securities as the Commission may prescribe as necessary and appropriate in 
the public interest and for the protection of investors. 

Such an amendment would give the Commission flexible power 
within the limited area in which it sees a problem. We do not suggest 
that the present Commission would issue rules or regulations which 
might disrupt the normal and legitimate methods of handling custo- 
mers’ securities. We do suggest that public interest can best be served 
by the adoption of statutory language which defines the type and scope 
of regulation Congress intends to have the Commission undertake. 

Our reasons for emphasizing this matter may be underscored if I 
comment briefly on the important part the borrowing and lending of 
securities by brokers plays in the orderly functioning of our securities 
markets. Securities are customarily delivered to a purchaser prompt- 
ly after the contract of sale. For example, New York Stock Exchange 
rules provide for delivery on the fourth business day following the 
sale. Securities are often borrowed by one broker from another in 
order to make delivery following sales by out-of-town customers 
whose securities must be mailed to the marketplace. They are also 
borrowed to make timely delivery following sales by corporations, 
estates, and others holding certificates that are not in form for good 
delivery. The borrowing of securities is also a necessary part of the 
short-sale process. In all these situations, the borrowing and lending 
of securities is essential for the orderly functioning of the securities 
markets. 

For many years, the exchange has required its members to segregate 
customers’ fully paid securities and has prohibited them from lending 
such securities without the express consent of the customer. In addi- 
tion, a broker must obtain his customer’s consent to lend securities 
bought by the customer on margin, even though the broker holds such 
securities as a pledge against the amount the customer still owes. Thus 
brokers are restricted in the handling of securities held for the con- 
venience of their customers. 

We believe—and the Commission has indicated that it believes— 
these are sound requirements. The amendment we have suggested 
would permit the Commission to impose similar requirements on 
broker-dealers who are not members of national securities exchanges. 

Another proposal pointing up the importance of specific statutory 
standards is the suggested amendment of section 19(a) (4) which per- 
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mits the Commission, by summary action, to suspend trading in any 
registered security on a national securities exchange “for a period not 
exceeding 10 days.” As a matter of practice, the Commission has in 
a number of cases suspended trading for successive periods of 10 days, 
continuing for many months. 

The Commission now proposes an amendment of section 19(a) (4) 
to specify that it has the authority to impose successive 10-day sum- 
mary suspensions. We suggest that Congress should also consider 
whether there should be a time limit within which the Commission 
should proceed to a hearing as provided in section (19(a)(2). This 
would make clear to the Dcihaialietions and to officials of suspended 
companies just what Congress intends. It is our view that the time 
limit imposed might be 90 days. 

The Commission has pointed out that a hearing under section 19 
(a) (2) can only be based on a violation of the 1934 act, and that its 
suspension of trading under section 19(a)(4) may be based on its 
view that trading cannot proceed on an informed and orderly basis— 
regardless of any suspected violation of the act. If this is so, the Com- 
mission’s proposal might still provide that interested parties be given 
an opportunity—after 9 summary suspensions for a total period of 
90 days—to dispute in a public hearing the contention that trading 
cannot proceed on an informed and orderly basis. Summary power 
lodged in a Government agency should be subject. to reasonable limits 
imposed by Congress. 

n section 30 of the bill the Commission has come to grips with the 
problem of late filings. It proposes to add a new section 32(c) to 
the 1934 act authorizing the Commission to collect a forfeiture of 
$100 per day for every day that any person “fails to file information, 
documents, or reports” required under the act or any rule or regula- 
tion adopted by the Commission. The Commission would be author- 
ized to recover the forfeiture in a civil suit brought in its discretion. 

Section 32(b) provides for a similar penalty when an issuer violates 
an agreement made with the Commission. In such cases, the area to 
which the forfeiture or fine may apply is clearly known to the issuer. 
Section 32(a) provides that a person may be fined $10,000, or impris- 
oned for not more than 2 years, or both, if he willfully violates certain 
provisions of the act, or certain rules or regulations. ‘This sanction 
can also be imposed on a person who willfully and knowingly makes a 
false or misleading statement with regard to a material fact in an ap- 
me report, or document filed under the act. There is a distinct 

ifference between this provision—that a willful violation can lead 
to a conviction and fine in a criminal case—and a simple failure, 
however inadvertent, to file any information, document, or report 
which this or some future Commission may now or hereafter require. 

Granting that there has been at least one situation in which the 
Commission feels authority to impose a $100-per-day forfeiture would 
have been useful, it does not follow that the safeguards afforded an 
accused in a criminal proceeding should be scrapped, or that the 
Commission should have authority to recover a penalty for a violation 
which is not shown to have been deliberate — which may not even 





have been a conscious violation by the person involved. It may be 
suggested that the Commission should not be required to show intent 
in a noncriminal matter. The answer is that a person subject to what 
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amounts to a dollar fine of potentially unlimited amount would not 
feel much comfort in the fact that the action is technically civil, and 
not criminal. . 

We are informed that the Commission is reconsidering this matter 
in the light of questions raised by the exchange and others. It is our 
position that the Commission—if it can establish the need for the new 
section 32(c)—should suggest legislative standards which ought to 
include the following : 

(1) A provision that the fine will apply only when the Com- 
mission can show a deliberate failure to file reports or documents 
on time; ' rs a 

(2) A provision that the fine will be in lieu of, and not in addi- 
tion to, any criminal penalty which may be imposed; and 

(3) A dollar limit on the total forfeiture which can be imposed, 
with discretion in the court to remit or reduce the forfeiture in 
appropriate cases. 

Such standards would set down a rule of law to guide the Commis- 
sion and the persons subject to its regulation. They would give the 
person subject to a fine an opportunity to prove to a court’s satisfac- 
tion that the forfeiture should not be imposed, or should be less than 
$100 per day in view of special circumstances. 

I should like to state in closing that the Commission and its staff 
have been very cooperative in giving us an opportunity—prior to 
these hearings—to express our views on these and other proposals. 
We hope our various comments to Commission representatives, and 
now to your committee, have been constructive and will help you ap- 
praise the significance of the proposals in this bill. 

(The full, written statement of Edward C. Gray, concerning other 
aspects of the bill, is as follows :) 


STATEMENT OF THE NEW YorK Stock EXCHANGE PRESENTED TO THE SECURITIES 
SUBCOMMITTEE OF THE HOUSE INTERSTATE AND FOREIGN COMMERCE COMMITTEE 
IN CONNECTION WITH H.R. 2480 


This statement is filed by the New York Stock Exchange to supplement the 
testimony to be delivered by Edward C. Gray, executive vice president of the 
exchange, at the hearings in connection with H.R. 2480. 

A written copy of Mr. Gray’s testimony, dated July 14, 1959, is attached to 
this statement. In it, we have called attention to our serious reservations 
concerning sections 7, 20, and 30 of H.R. 2480. The purpose of this statement 
is to comment on other provisions of the bill, some of which we support, and 
some of which we feel should be modified or rejected. 

Four amendments proposed in H.R. 2480 would extend to all registered 
brokers and dealers provisions which now apply only to members of national 
securities exchanges and those transacting business through such members. 
We have long felt that there is no valid reason, in statutes designed to regulate 
the entire securities industry in the public interest, to distinguish between 
broker-dealers who are connected with national securities exchanges and those 
who are not. The following amendments would help eliminate such dual 
standards: 

(1) Section 4 would amend section 7(c), which relates to margin require- 
ments; i.e., the credit which may be extended, maintained, or arranged for a 
customer by a member of a national securities exchange or a broker or dealer 
transacting a business in securities through any such member. As a practical 
matter, most registered brokers and dealers do business through exchange mem- 
bers at least occasionally. The amendment would simply make it clear that 
the section applies to any broker or dealer registered under section 15 of the 
1934 act. The exchange feels that it is in the public interest to assure con- 
sistent treatment of all brokers and dealers regarding margin requirements. 
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(2) Section 5 would broaden the introductory paragraph of section 8, to 
make it apply to all brokers or dealers registered under section 15 of the act, 
Section 8 sets forth restrictions on borrowing by members of national securities 
exchanges and brokers and dealers transacting a business through such mem- 
bers. The exchange believes this equalization of regulation in the securities 
industry would also be in the public interest. 

(3) Section 12 would amend section 14(b) to make provisions governing the 
giving of proxies for customers’ securities applicable to all registered broker- 
dealers and not merely exchange members and those transacting business 
through such members. The exchange feels that full disclosure to investors is 
in the public interest no matter who their brokers happen to be. Accordingly, 
we support the amendment. 

(4) Section 14 would substitute a new paragraph for the present section 
15(c) (8) of the 1934 act, to give the Commission power to write rules governing 
“when issued” trading in the over-the-counter markets. This proposed amend- 
ment parallels section 12(d) of the act under which the Commission may regu- 
late “when issued” trading on a national securities exchange. 

In addition to these amendments, we wish to make special comments con- 
cerning several other provisions of H.R. 2480. 

Section 1 would amend the definition of “member” in section 3(a) (3) py 
including references to officers and directors of corporations and general part- 
ners of partnerships. These changes update the definition to take into account 
the fact that broker-dealer firms are now often set up as corporations. The 
clear exclusion of limited partners would permit a bank serving as a trustee 
under the will of a deceased partner of a firm to become a limited partner, in 
accordance with the decedent’s wishes, without making the bank a “member” 
of a national securities exchange subject to regulation T. 

Section 18 would amend the fourth paragraph of section 15(b) relating to 
the registration of brokers and dealers in several ways. One change, which 
seems both helpful and reasonable, would empower the Commission in certain 
cases to suspend registration of a broker or dealer for a period not exceeding 
12 months after appropriate notice and opportunity for hearing. At present 
the Commission may deny registration or revoke it, but is powerless to suspend 
it. Under the amendment, the Commission could impose a lesser penalty in 
a proper case. 

The second part of this amendment would permit the Commission, pending 
final determination whether the registration of a broker or dealer shall be 
denied, to postpone the effective date of the registration for a period not to 
exceed 90 days. Since an application does not become effective, in any case, 
for 30 days, this would give the Commission a total of 120 days (30 plus 90) after 
the filing of the application within which to make its investigation, give notice 
and hold a hearing on the application. At present, the summary postponement 
is limited to a 15-day period, giving the Commission a total of 45 days (30 plus 
15) within which it must give notice and hold its hearing. The Commission 
states that this period is often inadequate. If so, an extension may be appro- 
priate, but it would seem that the relaxation provided for by the proposed 
amendment is extreme. 

We have suggested that the present 15-day summary postponement period 
might be enlarged to a maximum of 45 days, giving the Commission a total of 
75 days (30 plus 45) during which it must act if it wishes to deny registration 
or to postpone the effectiveness pending final determination whether to deny. 
Applicants who are prepared to start their business deserve reasonably prompt 
administrative action. It seems that the Commission should be required to 
act with as much dispatch as possible on a matter of such importance to ap- 
plicants. We fail to see why the Commission needs 120 days—4 months—to 
make decisions it has been making in 45 days. 

The Commission quite properly insists it can best tell what period it needs. 
On the other hand, it has managed to operate under the present statute, and we 
cannot conceive of new difficulties which would make necessary a sixfold 
increase in the Summary postponement period. 

Section 15 would add a new section 15(c) (4), to permit the Commission to 
suspend trading in any security in the over-the-counter market, putting off 
all such trading in a security so suspended. It would parallel section 19(a) (4) 
of the act, which relates to the suspension of trading in any registered security on 
a national securities exchange. While we support the basic change, we feel 
the last sentence of section 15 may be unwise, in view of the fact that it would 
forbid all over-the-counter trading in a security which is subject to suspension. 





The e 
might 
ing tl 
sentel 
euriti 
Comn 
enabl 
Sec 
tion « 
the Ss 
it uD 
of an 
The ¢ 
auth¢ 
pers¢ 
prop 
sectic 
Th 
tions 
crim 
a vio 
Se 
or el 
tive 
The 
a se 
ame! 
rack 
ices 
intel 


tit 
the 
pre 
ju 





to 
ct. 
es 
m- 
es 


in 


ig 


a YP 


— sree FS Se 


SECURITIES ACTS AMENDMENTS, 1959 299 


The effect might be to “lock in” a holder of suspended stock even though he 
might have a willing buyer who is thoroughly familiar with the facts surround- 
ing the suspension. We feel that flexibility should be introduced into the last 
sentence of the proposed amendment by allowing trading in such suspended se- 
eurities if effected in accordance with rules and regulations adopted by the 
Commission. We understand the Commission would not oppose such a change, 
enabling it to give relief in appropriate cases. 

Section 22 would amend section 20(b) to make it clear that an indirect viola- 
tion of the act is unlawful. While this would be a reasonable clarification of 
the statute, we question the wisdom of the second sentence which would make 
it unlawful to aid, abet, counsel, command, induce, or procure the violation 
of any provision of the act or of any rule or regulation by any other person. 
The Commission states that “there may exist some doubt as to the Commission’s 
authority to obtain an injunction, or to impose administrative sanctions, against 
persons aiding or abetting violations of the act.” It appears to us that the 
proper way to make it clear that an aider or abettor can be enjoined is to amend 
section 21(e) of the act, which deals with obtaining injunctions. 

The proposed amendment of section 20(b) specifically imposes criminal sanc- 
tions on an aider and abettor. We think the amendment should make clear that 
criminal liability arises only when one knowingly or intentionally aids or abets 
a violation of the act. 

Section 10 would amend section 10(b), which now makes it unlawful to use 
or employ, in connection with any purchase or sale of a security, any manipula- 
tive or deceptive device or contrivance in contravention of Commission rules. 
The Commission asks that it be made unlawful to “attempt” to purchase or sell 
a security in contravention of its rules. The Commission explains that the 
amendment would make clear that the statute covers the so-called front-money 
racket, which is described as “obtaining money from an issuer for alleged serv- 
ices in arranging an undewriting or financing for the issuer, without actually 
intending to or being in a position to arrange the proposed underwriting or 
financing.” 

It is difficult to see how this form of common law fraud fits into the basic 
purpose of the act; i.e., to regulate transactions in securities as commonly con- 
ducted through securities exchanges and over-the-counter markets. By hypoth- 
esis there is no securities transaction involved in the front-money racket; much 
less a securities transaction involving the public. 

An additional problem could arise if the statute were extended to reach 
manipulative and deceptive activities in connection with attempts to buy or sell 
securities. The courts have held that violation of the Commission’s rule 
X-10B-5 gives rise to civil liabilities in connection with consummated transac- 
tions. It is difficult to predict how far an amendment using the broad word 
“attempt” might go in extending civil liabiliites. 

So far as criminal proceedings are concerned it would seem that the present 
conspiracy provisions of the Criminal Code provide adequate sanctions. If so, 
Congress may not want to open up potentially serious problems by inserting a 
parallel provision in the 1934 act. 

Section 24 would amend section 21(e) to authorize the Commission to seek 
an injunction against anyone who violates an order of the Commission. As 
written, the amendment may leave some doubt as to whether a court retains 
its discretion to grant or deny the injunction, and it may be unclear that a person 
alleged to have violated, or to be about to violate, an order of the Commission 
will be permitted to challenge the validity of the order in the court action. We 
think these possible ambiguities would be cleared up if the proposed amendment 
were redrafted to read as follows: 

“aeoial., ©, * * 

“(e) Whenever it shall appear to the Commission that any person has 
engaged, is engaged or is about to engage in any acts or practices which con- 
stitute or will constitute a violation of the provisions of this title, or of any 
rule or regulation thereunder, or that any person has failed to comply with 
the provisions of this title, any rule or regulation thereunder or any order 
of the Commission made in pusuance thereof or with any undertaking contained 
in a registration statement as provided in sub-section (da) of section 15 of this 
title, it may in its discretion bring an action in the proper district court of 
the United States, [the Supreme Court of the District of Columbia] or the 
proper United States court[[s] of any Territory or other place subject to the 
jurisdiction of the United States, to enjoin such acts or practices and to enforce 
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compliance with this title or any rule, regulation or order thereunder, ang 
upon a proper showing a permanent or temporary injunction, [or] restraining 
order, or other order, may {shall] be granted without bond. Jn any such action 
so brought such person may contest the validity of the provision of this title, 
or of the rule or regulation thereunder which the Commission alleges has been, 
is being or is about to be violated and the validity of the provision of thig 
title, or of the rule or regulation thereunder, or of the order which the Com. 
mission alleges has not been complied with, as the case may be. The Commis. 
sion may transmit such evidence as may be available concerning such acts or 
practices to the Attorney General, who may, in his discretion, institute the 
necessary criminal proceeding under this title.” 


(Words not in present Section 21(e) are underlined; bracketed words would 
be removed from present Section 21(e).) 


We appreciate your affording us this opportunity to present our views con- 
cerning a number of rather detailed matters, and hope our suggestions may 
prove helpful to the committee. 

Mr. Mack. Mr. Gray, I noticed that you indicated in your closing 
statement that the Commission has consulted with you from time to 
time. 

Mr. Gray. That is correct, sir. 

Mr. Mack. Would they consult with you personally ? 

Mr. Gray. Sometimes, yes. But on these particular matters Mr, 
Etherington or Mr. Rosenberry had discussions with the staff of the 
Commission. 

Mr. Mack. I noticed throughout your statement that you have 
indicated the Commission is reconsidering this matter. I think there 
are three areas in your statement where you mentioned that. 

Now that is a surprise to me because the Commission has indicated 
that they had worked out this legislation in great detail with parties 
concerned over a period of time, and while there is some question in 
my mind personally, they have indicated that they were even ready to 
present the legislation last year. 

Now even at this hour, according to your statement, they are still 
not certain that they want to support the legislation that has been 
sent over. If it were only one occasion, one point in the legislation it 
wouldn’t surprise me, but I see you have brought it up three times 
which indicates to me that the Commission is changing their mind 
and shifting their position again. 

Now may I ask you, have you discussed this with them since these 
hearings were scheduled ? 

Mr. Gray. We have had some discussion, subsequent to the hearings 
before the subcommittee of the Senate committee on these proposals 
and at least one of them, I understand, was the one about the fine. 

I have information from one of the Commissioners that they were 
reconsidering it. 

Mr. Mack. I notice on page 2 that you stated the Commission 
proposes to reconsider certain proposals in light of comments already 
made by industry representatives. 

Now you make a similar statement on page 3 and also on page 8. It 
just appears to me that if the Commission had been consulting with 
you for this period of time, that they would have had adequate time 
to reconsider before the hearings had been scheduled, and while we all 
always want to improve legislation and not have closed minds, I am 
somewhat surprised that the information is still not firmed up in a 
legislative policy so that the Congress can proceed. 
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Now may I ask, Mr. Gray, do you support the legislation? Do you 
support this bill with the proposed amendments, with the amendments 
as proposed in your statement 

Mr. Gray. Yes, sir; we do. 

Mr. Mack. Would you support the bill as written without the 
amendments ? 

Mr. Gray. No, sir; we would not. 

Mr. Mack. Unless the bill is amended then the people whom you 
represent would be inclined to exert some influence or at least oppose 
the legislation ? 

Mr. Gray. That is correct, sir, and those particular areas where we 
believe precise standards should be set. 

Mr. Hempuiti. Mr. Chairman, I want to thank the gentleman for 
a very constructive statement. At least your criticism is constructive 
and we appreciate that, sitting here on this committee. 

Might I address myself to page 6 of your written statement. You 
discuss in the first paragraph there the fact that the Commission, 
under its rules and practices, can suspend for 10 days without any 
amendments at all. 

Now do I understand it to be the case that you have no right to ask 
fora hearing on that? Suppose the securities had been suspended for 
3months. You have 90 days here. What can the industry do to stop 
that suspension, if anything, under present conditions ? 

Mr. Gray. May I ask my counsel to speak to that, Mr. Hemphill ? 

Mr. Hemputiii. Certainly. 

Mr. Mack. Identify yourself, please. 

Mr. Rospnperry. I am Mr. Rosenberry, of Tweed, Hope, & Had- 
ley. 
The statute as it is presently drafted says that the summary sus- 
pension by the Commission may be for a period of not exceeding 10 
days. 

I suppose that one thing that could be done would be to start a 
court proceeding to determine whether the right of summary sus- 
pension for a 10-day period meant a 10-day period or meant several 
months by reviewing the 10 days extension, but as far as I know and 
Mr. Loomis, the head of the Trading and Exchange Division of the 
Commission sitting right behind me here, says there is no provision 
in the statute that gives an issuer or an exchange a right to demand 
or much less to receive the hearing before the Commission in the mat- 
ter of a summary suspension. 

So far as I know, no demand has ever been made and I would assume 
that the Commission in its discretion would certainly listen to any 
representations that he exchange or the issuer made, although not re- 
quired to do so by statute. 

Mr. Hempuiui. As I understand the statute itself, it makes no ad- 
ministrative provision to give the issuer any hearing before the Com- 
mission itself at this time. 

Mr. Rosenserry. Not upon a summary suspension. 

Mr. Hempuitt. Have you gentlemen discussed with the Commis- 
sion the possibility of making some provision in the statute for a hear- 
ing on the summary suspension ? 
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Mr. Rosenserry. Well, the plan suggested by the exchange, by 
Mr. Gray in his statement, is that the summary period, the period of 
summary suspension, would be limited. 

Mr. Hempuitt. To 90 days? 

Mr. Rosenserry. To 90 days. That is in order to give the Com- 
mission time to assemble evidence and data in which they could then 
proceed under 19(a) (2), to withdraw the registration or to suspend 
for a period not exceeding 12 months, the registration of the securities 
under the act. In the 19(a) (2) proceedings, a hearing is required, 
The point of the exchange is that the summary suspension should go 
forward for no longer than 3 months, that being a reasonable time 
within which the Commission could start a 19(a)(2) proceeding 
which does afford a hearing. 

Mr. Hempnuity. Does the Commission oppose that limitation since 
you said you discussed it with them ? 

Mr. Rosenperry. Yes; we made the same objection last year. We 
made it earlier this year and insofar as I know, the Commission has 
not been willing to adopt it. 

Mr. Hempuiy. Might I address myself then, Mr. Gray, to page 7 
of your statement ? 

As I understand what you propose to do is to write into the pro- 
posed law the question of intent because a member of the industry, 
either intentionally or not, fails to file, and actually the question of 
intent is there. 

Mr. Gray. That is right, sir; and that determination should be made 
by a court in determining how much the fine should be, if any, with a 
maximum of $100 a day and an overall maximum of $10,000. 

Mr. Hemputiy. Well, of course, according to this you would have an 
appeal to the court. As the law presently exists, you have an appeal 
to the court, do you not ? 

Mr. Gray. There is no provision in the act of today. 

Mr. Hempniy. You do have an appeal to the court ordinarily from 
the Commission. 

Mr. Rosrenserry. The Commission’s proposal, as we understand it, 
is that the Commission in its discretion, could bring a civil action ina 
Federal district court to enforce the forfeiture but it is not clear that 
the court, having presented to it evidence of a mere failure to file 
could refuse to grant the Commission judgment for the $100-a-day 
forfeiture. 

As this statute is drafted by the Commission, it may well be con- 
tended that all the Commission has to do is prove that a report which 
was required, was not filed, whereupon the judge is compelled by this 
statute to require the person who should have filed it to forfeit $100 a 
day to the Government. 

Mr. Hempuiiy. Do you want to write the discretionary feature into 
it? 

Mr. Rosrenperry. Yes; very much. As the statute was drafted in 
1934 and as it exists today, you can get a fine up to $10,000, but you 
follow the well established criminal proceeding where you have a jury 
who passes on these matters. The judge has discretion, as he does in 
any criminal case, as to what penalty he will impose. Apparently that 
is not true in this statute as drafted by the Commission. 
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Mr. Hemruit.. Well, if we were to write into the statute as drafted 
by the Commission, a discretionary provision so far as the Federal 
district judge was concerned, would that satisfy you? 

Mr. Rosenserry. That would go a long way, provided further that 
many of these reports that are required under the act are not reports 
that you could pick up the statute and say, “Do I have to file this or do 
I not.” 

For instance, in the form 8-K, as it is called, there is a new amend- 
ment currently being circulated by the Commission, not yet adopted, 
and one requirement is that you file—I have forgotten the exact 
words—but the purport of it is information which is essential to the 
investors. 

Now you may in good faith think that a fact, as of the time you 
consider it, is not important. 

With the benefit of hindsight, the Commission may think that it 
was important and you should have filed it. So they proceed against 
you for forfeiture of $100 a day. j 

Mr. Hemp. Well, I can see your point. 

The question that comes to my mind is that I don’t think any of 
us could presume that the Commission would be arbitrary about it, 
according to their past history. 

Now what you propose to write into the law, if it would suffice 
with the Chair, is what we call an intentional violation. We call it 
intentional instead of deliberate. The criminal law uses the word 
“intentional” instead of “deliberate.” It is well defined. 

If we put into the proposed statute the word “intentional,” would 
that satisfy you ? 

Mr. Rosennerry. That, with the discretion of the judge to impose 
the fine plus some top limit on it would make it satisfactory and it 
would be a very handy way of imposing a sanction in these minor 
violation cases. 

Mr. Hemputiti. It has been my experience in the South, and I 
don’t know about up in your part of the country, that a Federal 
judge not only has a lot of diseretion but he can do just about any- 
thing he wants to do and I certainly see your point. 

Let me ask you one more question. As I understand the practice 
now in trading, if a customer fully pays for securities which are pur- 
chased, then the broker or firm cannot transfer those securities to 
anybody but that customer. 

If they are securities on which he has made a partial payment, then 
the broker can trade those around or use them as security or turn 
them over to other brokers for the purpose of fulfilling some other 
broker’s offers, Is that correct? 

Mr. Gray. He could use those securities, for example, as collateral 
for a bank loan to borrow on all or partially the amount the customer 
owes the broker. 

Mr. Hempuimy. But could he trade them off? As I understood your 
testimony, you said the New York Stock Exchange requires a 4-day 
delivery. 

Mr. Gray. That is right. 

Mr. Hempnim.. And on things that you have purchased, of course, 
there is no such requirement of 4 days because the fellow didn’t mail 
them in or didn’t get them out of the bank box or something else and 
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because of that provision, the necessity of fulfilling orders on fully 
paid securities, brokerage firm A may have 1,000 shares of something 
on which a customer has paid 50 or 60 percent and brokerage firm 
B needs 1,000 shares. 

Broker B goes to broker A and says, “I need a thousand shares of 
X stock,” and A can let him have it for the purpose of fulfilling his 
offer as long as they are not fully paid for. 

Mr. Gray. Yes, and the lending broker would get the market value 
of the securities which he is lending so that the lending broker js 
always in a position to require the securities in the market if the 
borrowing broker does not return them on demand. 

Mr. Hempuityt. Well, perhaps this is not possible but suppose dur- 
ing the process, after broker A had agreed to furnish 1,000 shares to 
broker B for the purpose of filling the order, the money was in the 
process and suppose all of a sudden the stock jumps up so many 
points. Who takes the loss, the broker? 

Mr. Gray. The broker would in that case take the loss, but he would 
normally call for what we term “a mark to the market,” the difference 
between the original amount borrowed and the market price, the cur- 
rent market price. 

Mr. Hemeuit. Called by whom ? 

Mr. Gray. From the borrowing broker. 

Mr. Hempnuitt. But in the meantime, I am thinking about the 
customer, since I believe the provisions are that you can borrow 20 
times his net worth statement or some statement of comparative 
estimate. 

Isn’t there a lot of room for abuse there? Now I don’t know, but 
it just seems to me there could be a lot of room for abuses especially 
if something happens to the market and if there were a whole lot of 
fast trading. 

Now what protection does the customer have ? 

Mr. Gray. As we point out, as far as the stock exchange is con- 
cerned, all fully-paid-for securities and all securities representing 
excess margin must be segregated and they couldn’t be lost. 

Mr. Rosenserry. Even where the margin customer may give a gen- 
eral consent that his securities may be loaned, under the exchange 
rules, even though the customer has given this general consent, if the 
securities are fully paid for, the broker cannot lend them unless he gets 
a — consent as to a specific security loaned. 

fr. Hempnity. I understand that, but I am thinking about the 
margin security at the time that it is purchased. 

As I understand it, you get the consent then. 

Mr. Gray. That is right. 

Mr. Hempnui. In other words, they are asking for the consent 
right then. Of course, you never ask for the consent on the fully paid. 
You very seldom do that unless it is some situation where the beck 
himself is in trouble; isn’t that the situation ? 

Mr. Gray. That is right. 

Mr. Hempuity. He cannot deliver. 

Mr. Gray. That is right. 

Mr. Hemrutitt. So I am thinking about the fellow who put up the 
margin. 
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Now suppose he has put up the margin expecting to get the stock at 

50? I am just — some abstract figure there. Of course, he has 
;ven his consent which is customary, and then the broker sells for 

him at the market price to a broker B, say the 1,000 shares. Now that 
might sound complicated but all of a sudden the stock jumps up and 
what can the customer do? Does broker A deliver to him at the 
original price? What protection is there? ; 

Mr. Gray. The customer, of course, has a debit balance in the 
account. j 2 

If he pays it off, he can demand the delivery of the securities. 

Mr. Hemputtt. Certainly, but suppose he pays it off with the secur- 
ity and the broker says, I can’t get you eer securities. Of course, 
that makes us all in the country now think of the stock market. But 
what protection have you written into the law that says to customer 
A, “Put up the debit balance and you get your stock if a broker nowa- 
days can purchase 20 times his net worth.” 

Mr. Gray. Well, I think that we can’t look at a 1929 climate and 
think in terms of 1959. 

Mr. Hempuitt. I agree with you there. 

Mr. Gray. The situation is completely different. But in the case 
you cite where the margin customer now pays off his debit and de- 
mands the delivery of securities, his broker is in possession of sufficient 
moneys to purchase the securities in the market if the borrowing 
broker does not return the securities which were lent to him. 

Mr. Hemreuiui. If the borrowing broker does not return the secu- 
rities which were lent to him and the securities go up, can he demand 
of the borrowing broker the differential in price ? 

Mr. Gray. Oh, yes; but that is between the two brokers. The cus- 
tomer is not involved. 

Mr. Hempuity. The customer isn’t taken into that either ? 

Mr. Gray. Yes; he is because again we have the capital require- 
ments as of all brokers and dealers subject to the 1934 act and the regu- 
lations of the Commission. 

Mr. Hempuiit. Is that the 20 to 1 capital requirement ? 

Mr. Gray. That is the 20 to 1 capital requirement. 

Mr. Hempnityi. Well, I suppose it is a pretty good requirement but 
I have a banker friend who is very successful and on the Federal 
Reserve Board. He says that all the banks that went broke went 
broke during good times. 

We have been wondering here, and I am not going to belabor the 
point, but we have been wondering sincerely if there is something we 
should do to either change or protect the capital requirements so that 
even though everybody, just as in 1929 said that it can’t happen, and I 
hope it doesn’t happen again, that we might have an area of responsi- 
bility in which we should do something about it. 

Would you care to comment on it? 

Mr. Gray. Well, I think that, and I am speaking from many years 
of experience in the exchange business, that there are sufficient safe- 
guards today through capital requirements, through the initial margin 
requirements of the Federal Reserve Board; through the maintenance 
margin requirements of the exchange; through the inspection system 
that the exchange has; the filing of financial questionnaires three 
times a year, one of which must be audited by independent account- 
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ants. Through our own inspections, we have a corps of expert ac. 
countants visit each member firm at least once a year. 

I think that we have a very satisfactory method for financial con. 
trol of our members. 

Mr. Hempuity. Thank you, sir. 

Mr. Mack. Mr. Collier ? 

Mr. Cottier. No questions. 

Mr. Mack. We have with us this morning our distinguished chair. 
man of the Interstate and Foreign Commerce Committee, Mr. Harris, 

Now, Mr. Gray, I have a question or two. But before I ask you 
these few questions I want to introduce our chairman to you. 

Mr. Harris. Thank you, Mr. Chairman. I am always glad to sit 
in on some of the discussions. I am sorry I have not been able to be 
here the entire time. 

Mr. Mack. Mr. Gray, first of all, you mentioned you have been 
with the exchange for a number of years. Do you care to give the 
committee your background and experience and how long you have 
actually been there ? 

Mr. Gray. I have been with the New York Stock Exchange since 
1918 in various capacities. 

Mr. Mack. Well, then, you have had considerable experience. You 
have been familiar with the things Mr. Hemphill has been asking you 
about. 

Mr. Gray. I lived through 1929, the 1930’s, the 1940’s, and now the 
1950’s. 

Mr. Mack. Well, you are one of the best informed men on the subject 
and we are very happy to have had you before the committee. 

Now, | have just a question or two, although it doesn’t deal directly 
with the amendments, I would like to know, in your opinion, what 
type of manipulation has been taking place in the stock market? 

Mr. Gray. Well, talking from the viewpoint of the New York Stock 
Exchange there has been very little, if any manipulation on the floor 
of the stock exchange that we know of. 

There have been some practices in connection with listed securities 
over the counter, an area in which we have no authority. 

Mr. Mack. But you say there has been very little on the floor of the 
exchange / 

Mr. Gray. We have a procedure for following the action of prices 
of securities on our floor which is followed daily. 

Mr. Mack. Yes. 

Mr. Gray. And in that inspection system, anything that looks sus- 
picious to us, we go into it insofar as we can, and ascertain what firms 
have been involved in the transactions. We ascertain the names of 
the customers, the types of orders put in, and we, in effect, reconstruct 
what happened in the market. 

Where we still find that there are unresolved questions, it is our 
practice to turn the information which we have garnered over to the 
Securities and Exchange Commission through their New York 
regional office. 

Mr. Mack. Then do you feel that there is any legislation necessary 
to control manipulation of the market, even in those areas where you 
do not have jurisdiction ? 
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Mr. Gray. Well, the Commission has come forward with a pro- 
posal of a revision to section 9(a) of the act which would, instead of 
requiring the showing of a series of transactions for the purpose of 
manipulating the stock, might only involve one transaction and we 
have taken the position that that is a constructive suggestion, and we 
are for it. 

Mr. Mack. Do you have any other suggestions aside from what 
the Securities and Exchange Commission has recommended ? 

Mr. Gray. No, sir; we have none. 

We think that it is a matter of eternal vigilance, always keeping 
on the ball and following through to a conclusion in any case where 
there are any suspicious circumstances. 

Mr. Mack. I think you were referring to an area that probably 
would be considered as illegal today; is that correct, in manipulating 
the market ? 

Mr. Gray. Yes, sir; that would be. 

Mr. Mack. Illegal? 

Mr. Gray. Illegal today. 

Mr. Mack. Now, if there any manipulation of the market that is 
considered as a legal operation today ? 

Mr. Gray. I don’t think so, sir. 

Mr. Mack. Who are the people that would be involved in such 
manipulations of the market, in general ? 

Mr. Gray. I would say that by and large it occurs through the ac- 
tions of persons over whom the exchange has no control. 

Mr. Mack. Well, would you say it might be a broker or dealer ? 

Mr. Gray. It could be, yes. That isa nonmember broker-dealer. 

Mr. Mack. I understand that. Do you feel that there are any large 
financial centers who attempt to control or manipulate the market ? 

Mr. Gray. I don’t know, sir. I don’t think so, sir, not to my knowl- 
edge. 

Mr. Mack. Individuals or groups of individuals that control sub- 
stantial portions of the supply of money in the country ? 

Mr. Gray. No, sir; I have no knoweldge of that. 

Mr. Mack. Now, does the Government manipulate the market or 
attempt to manipulate the market ? 

Mr. Gray. I know of no such attempt by anybody in Government 
todo so. 

Mr. Mack. Has the New York Stock Exchange ever had a program 
for depressing the prices of stocks generally ? 

Mr. Gray. Absolutely not. 

Mr. Mack. Not any public pronouncements at any time could have 
been made for that purpose? 

Mr. Gray. No, sir; the only pronouncements which the exchange 
has made with respect to the market has been really to caution in- 
vestors or prospective investors that they should ascertain the facts 
with respect to a company and its stock before purchasing the stock. 

Mr. Mack. Well, why is the market so considerate of these people at 
certain times when they are not as considerate of them at other times? 

Mr. Gray. We have followed a consistent policy, Mr. Chairman, 
in all of our advertising and educational efforts to stress these cautions. 

Mr. Mack. Well, are you stressing these cautions at this particular 
time ? 
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Mr. Gray. We are. Each one of our advertisings, our advertise. 
ments, all the educational material and literature which we put out 
emphasizes these cautions. 

Mr. Mack. And these cautions are normally promoted when the 
market is at a peak ; isn’t that correct ? 

Mr. Gray. No, sir; it is true that we put on a oe cautionary 
drive, if you might characterize it as such, early this year, but the same 
points in that cautionary drive are identical with the ones which the 
exchange has been making for many years. 

Mr. Mack. And the same is underway at the present time ? 

Mr. Gray. That is correct, sir. 

Mr. Mack. Well, I recall that you had a similar drive on about 
2 years ago in which the members of the New York Stock Exchange 
cautioned the investors, and I don’t know why, but you cautioned the 
investors about 2 years ago last spring. 

Mr. Gray. Yes, sir; we did. 

Mr. Mack. I don’t know if any success came of that or not, but it 
could have had some effect on the stock market. 

Mr. Gray. If I recall correctly, at that particular time we were 
cautioning people about buying on tips and rumors and listening to 
people over the phone, so-called uranium and romantic stocks, with- 
out the person knowning to whom he was talking and it was again a 
caution. 

Mr. Mack. Well, if I remember and I am familiar with your cau- 
tionary drive you put on this spring, it was identical to that except 
for the uranium stock; isn’t that correct ? 

Mr. Gray. To some extent, I think that is so; yes. 

Mr. Mack. Well, you must feel this is somewhat effective or other- 
wise you wouldn’t put on a drive. 

Mr. Gray. Oh, no, sir. That is not the purpose at all. It is again 
to caution the prospective purchaser. 

The exchange over the years has endeavored to broaden share own- 
ership in American industry and with that, the exchange feels it has 
a responsibility to continually caution new investors to get the facts 
and deal with responsible broker-dealers. 

Mr. Mack. Well, I am trying to secure additional information for 
the committee, as you understand and I am sure that you are much 
more familiar with the activities of the exchange than I am. 

But if my memory serves me correctly you didn’t have such a pro- 
gram underway along about December of 1957. 

Mr. Gray. Well, certainly, at that time and I might say I can’t re- 
call specifically the December 1957, certainly for the last 10 years we 
have had a program of advertising and those advertisements appear 
in the papers, in the magazines over the entire year. 

I would say that in early December of 1957, undoubtedly there 
were ads in the paper which carried these cautions to the public. 

Mr. Mack. Do I understand correctly what you are saying is that 
you have a consistent program of informing investors and of warn- 
ing investors and of carrying on this cautionary drive throughout the 
12 months of the year ? 

Mr. Gray. That is correct, sir. 

Mr. Mack. And the only time that it reaches out into the areas of 
the people who are not real familiar with the activity is when the 
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newspapers and magazines write stories about it and that is usually 
done when the market is at its peak and it is not done when the mar- 
ket is low. : 

Mr. Gray. Oh, no. We have been consistent in following through 


_on this entire educational program, regardless of where the market is. 


Mr. Mack. Now you also mentioned that the Government hasn’t, 

in your opinion, tried to influence or manipulate the market. 

don’t know as to whether there is a difference in influencing or 
manipulating or controlling the market, but you have indicated that 
they do not try to control the market. Is that correct ? 

Mr. Gray. The only action I can think of is the Board of Gover- 
nors of the Federal Roleats System and they have said that their 
object is to prevent the excessive use of credit in the market. 

Mr. Mack. I understand that. 

Mr. Gray. Now, there might be some corollary effects of such regu- 
lations on the market, but certainly I don’t believe that is their intent. 

Mr. Mack. Now the Securities and Exchange Commission, the re- 
lease that they put out in the spring, and I don’t have the date of it, 
accidentally coincided with the program you were carrying on cau- 
tioning investors and they too cautioned the investors this spring 
when the market was at what we call at a peak, and they had been 
warning these investors. 

I noticed at times when the market was at a lower level that they 
were not cautioning, and I raised the question at the time when they 
were up here whether or not these statements had been made to 
serve a certain purpose, and while it is difficult to get any of them 
to admit it, it seemed to several of us that it was a good possibility 
that an effort was being made to keep it from getting too far out of 
line. 

Mr. Cottier. Will the gentleman yield? 

Mr. Mack. I will gladly yield to Mr. Collier, of Illinois. 

Mr. Couturier. I certainly want to make this observation that the 
warning which is coincidental with any factors in our economic life 
and certainly reaches into the stock market, the Securities and Ex- 
change is as a result of the inflationary tendencies of the day and is 
only likely to bring about such warnings not only in this field, but in 
many other fields. 

It is as normal as the economic conditions are abnormal today I 
would say. 

Mr. Mack. I am not saying, and I tried to make it very clear, that 
this is wrong at all. 

In fact, maybe we need more of it but I am trying to identify and 
see whether the exchanges, the Government, the broker-dealers, vari- 
ous people are trying to do what I refer to as manipulation of the 
market. It could be influence or any other word for that matter. 

Manipulation I agree carries a sort of an evil connotation, but it 
does seem to me that there have been efforts made to control the mar- 
ket in the country and as I tried to say earlier, I am not criticizing 
anyone for doing it as I am only trying to show that perhaps at times 
it could be controlled. It is possible that it might forestall the very 
erratic change in the price of stock and it might promote a healthier 
condition in the exchanges than if it were permitted to fluctuate more 
erratically. 
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So I am not either supporting or opposing such manipulation. I 
am only trying to determine if the market is being manipulated or 
if an effort is being made to manipulate it. 

I have been infor med by some of my banker friends that they have 
a request from the Government to have everyone sign a statement 
that they are not going to invest in enlisted stocks when they borrow 
money and I know that some of them have always done that. 

They seem to be more particular right at this time when the market 
is at a peak. 

Do you have any comment on that ? 

Mr. Gray. Well, Mr. Chairman, I believe the reason for the change 
in emphasis on the type of stability, which the banker gets from his 
customer has been due to a change in regulation U of the Board of 
Governor of the Federal Reserve System which went into effect June 
15 of this year and requires them to be more particular than the state- 
ment they get from their customer. 

Mr. Mack. You say this regulation U requires a new statement, a 
different statement ? 

Mr. Gray. A more particular statement, a more specific statement. 

Mr. Mack. But you don’t think that this would have any influence 
on the stock market ? 

Mr. Gray. I don’t know why it should, sir. 

Mr. Mack. Well, then, if it wouldn’t have any effect on it, then 
isn’t it rather ridiculous that they, the borrowers, are required to sign 
this statement ? 

Mr. Gray. I wouldn’t think so, sir. The reason for that statement 
. is that the lender, the borrower will be able to borrow more on the 
securities than he is presently permitted. The amount he can borrow 
is 10 percent if it is for the purpose of purchasing and carrying a 
registered security. 

However, if it isn’t for that purpose, the bank can then make the 
loan on any basis it chooses, and it was for the purpose of tightening 
up the so-called nonpurpose loans so that they would not be misused. 

Mr. Mack. Well then, you do not think that the Government has 
any interest in the prices of the stock market? You do not think 
that the Government should exert any effort other than the Federal 
Reserve to control the price of stocks, so as to head off spiraling 
tendencies of the stock market ? 

Mr. Gray. I do not think any government has authority, authority 
in that particular field. 

The Federal Reserve states that their purpose is to prevent exces- 
sive use of credit in the stock market, not as an attempt to influence 

rice. 

Mr. Mack. But you do not think that the Government has an 
interest in itself, that. it may have an interest in those prices? 

Mr. Gray. W: ell, they may have an interest in itself, but I do not 
believe that anyone has to endeavor to influence the level of stock 
prices. 

Mr. Mack. And you do not think that any government should make 
any efforts to depress, for example, stock prices at any time? 

Mr. Gray. No. 

Mr. Mack. Well, I certainly wish I could agree with you, but I will 
say that it is quite difficult for me to understand why that should be so. 
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Are there any other questions? 

Mr. Hemeniy. Thank you. 

You know, Mr. Gray, that there has grown up in this country re- 
cently what are called investment clubs, where a group of people get 
together for the purpose of investing in securities, and each individual 
pays in so much per month or some specified period of time, and this 
amount of money that is put in by the individual members is used to 
buy a specified selection of securities which the club decides upon. 

Now, do you feel that a member of a brokerage firm who comes down 
and makes a recommendation to them should be registered as an 
adviser ? 

Mr. Gray. Well, I do not think it is particularly necessary. He is 
already registered as a broker-dealer with the Securities and Exchange 
Commission. 

Mr. Hempnuiiy. But he charges no fee. 

Mr. Gray. That is right. 

Mr. Coturer. Would the gentleman yield ? 

Mr. Hempniny. Certainly. 

Mr. Couturier. Well, with reference to such a group of investors, I 
do not think that the broker in any instance is actually an investment 
adviser, and it is my opinion that most of these types of stock-buying 
groups or investment clubs operate pretty much on the same basis, 
where the membership makes a determination on the basis of a list of 
available stock securities, and so on, that is presented to all of the 
members, and there is a decision made by the majority of the mem- 
bership. The broker in this instance simply brings a record, say, of 
possibly 25, or 30, or 40 available stocks. The membership then looks 
that over and makes the majority decision based on the submission of 
these various stocks that the brokers might bring in. 

Further than that, they are not required, certainly, in particular 
instances with which I am familiar, to make a selection from those 
lists which he bring in. That is, any member of a stock club may 
bring in to the other members of this group any type of stock or secur- 
ity which he feels is sound and would be potentially profitable. 

Mr. Hempuity. Well, the gentleman is more familiar with this, of 
course. Iam not. 

Mr. Cottier. And for purposes of record, what they put in is gen- 
erally a few dollars per month. 

Mr. Hempnityi. The reason for my question is due to the fact that, 
taking these people who are fortunate enough to have the money to 
invest, whether this might build up perhaps an area or a situation 
where the people that were performing this service of investment 
advising—that a situation is created where the club members have no 
protection, and that is the reason why I asked the question, because 
it appears to me there is a possibility of, say, unloading some stock 
which the broker himself wants to get rid of, and I wondered whether 
that has been your experience. 

Mr. Gray. Well, as far as the exchange members are concerned 
they are all registered broker-dealers, and all of our members who 
service investment accounts, including investment clubs, are reg- 
istered with the exchange, having been first indoctrinated and having 
passed an examination. But your question could also be, Why ought 
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not every representative or partner or broker-dealer be registered as 
an investment adviser, because each of them, at one time or another, is 
giving advice to customers?—to me, it would be pure duplication. 

Mr. Hempniy. Of course, that would bring it back to the definition 
of the word “primary,” which is in the present statute. 

There is one other thing I would like to ask you about, and that is 
the area of Government influence. I have a question of whether or 
not the Government influences the price of stock. Perhaps the Gov- 
ernment participates indirectly, if not directly. Of course, the Gov- 
ernment does not buy and sell the stock, but when there is some 
announcement either that the Government has made some contract, 
for instance, that might affect the price of stock. 

What is your opinion ? 

Mr. Gray. Well, practically every event that happens, particularly 
in Washington, might have an impact on the stock market, particu- 
larly in the case of a particular security. 

As an example, maybe they give a contract to the X Aviation Co, 
That is going to have some possible impact on the prices of that 
stock; or if they cancel a contract, the reverse might be true. 

Mr. Hempuiy. Going into a field that I know you are familiar 
with, the question of raising the interest rate, let me ask you whether 
or not that is going to have a terrific impact, raising the interest 
level, as far as the Government; do you think that is going to have a 
terrific impact? What is your opinion ? 

Mr. Gray. My personal opinion; no. 

Mr. Hempniw. It would not have? 

Mr. Gray. No. It might have some significance in a particular case, 
but it might have more impact on the bond market than the stock 
market. 

Mr. Hemputiy. Well, that is another matter, the bond market. 

Mr. Gray. But as you get closer and closer to a decision, what you 
are going to do will be discounted by one group or by another, and 
the impact would have been dissipated, I would say. 

Mr. cere, Thank you. 

Mr. Mack. Any questions? 

Mr. Cotter. No questions. 

Mr. Mack. I take it then that you feel that the prices of stock should 
be controlled by the law of supply and demand ? 

Mr. Gray. I would say so; yes. 

Mr. Mack. And you believe that the demand is responsible for car- 
rying the stock up to an unusually high price—— 

Mr. Gray. Yes; that is correct, sir. 

Mr. Mack. Are you particularly concerned about the unusually high 
level of the stock market today ? 

Mr. Gray. Well, you use the word “concern.” Do you mean, am I 
particularly interested? If that is so, the answer is yes. But whether 
or not stock prices are too high today or not high enough, I cannot 
express an opinion. I have no opinion. I do not think that you can 
generalize about the stock market, if I may say so. I will say that 
you must look at each individual issue and determine on the basis of its 
position in the industry and its earnings and potential future—and 
then it isa matter of opinion. 
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Mr. Mack. Then if I understand you correctly, you are aware of 

the situation, but you are not unduly concerned about the level of the 

tocks ? 

: Mr. Gray. May I suggest the word “perturbed”; I am not per- 
rbed. 

or. Mack. I understand your position. However, I might, as an 

individual, be perturbed. 

I want to thank you very much, Mr. Gray. We appreciate your 
testimony. You certainly have had a vast background in this area, and 
the subcommittee appreciates the opportunity of hearing from some- 
one as familiar with it as you are. 

Mr. Gray. Thank you very much. 

(The following letter was later received for the record :) 


New York Stock ExcHANGE, 
11 WALL STREET, 
New York, N.Y., July 28, 1959. 

Re statement by Edward C. Gray, executive vice president of the New York 

Stock Exchange, to the Subcommittee on Commerce and Finance of the 

Committee on Interstate and Foreign Commerce, July 14, 1959. 
Hon. Peter F. Mack, 
House of Representatives, Washington, D.C. 


Deak Mr. Mack: During Mr. Gray’s appearance before your subcommittee 
regarding H.R. 2480, you raised a question as to the purpose of the exchange’s 
cautionary advertising in April of this year. I welcome this opportunity to 
explain more fully the reasons behind this program. 

Prior to the campaign our research indicated that a tendency had been 
developing toward the purchase of highly speculative stocks by uninformed 
people. They represented only a small fringe of the investing public—not neces- 
sarily buying stocks through our member firms nor listed on our exchange. 

As a result, in March, the board of governors of the exchange approved a broad 
public relations program—including special advertising—highlighting the follow- 
ing four cautions which our public information programs traditionally have 
stressed in order to help guide the public on sound principles of investing: 

1. Get the facts. 

2. Remember stocks and bonds go down as well as up—assume only the 
risks you can afford. 

8. Provide a reserve for emergencies. 

4. Get the advice of a member firm of the New York Stock Exchange. 

The cautionary program was entirely consistent with our previous advertising 
and with our long-range goal of broadening share ownership in American business 
on a sound basis. For a number of years the exchange has conducted an educa- 
tional program to inform the public about the functions of the exchange and the 
investment process. We believe this aim is vitally important to the national 
economy, to the public, and to industry in helping to create a nation of share- 
owners and to provide a healthy climate for raising the equity capital needed 
to keep our Nation strong and growing. 

The exchange began advertising in 1945. Commenting on the original program 
in August 1945, my predecessor, Emil Schram, said, “As the story unfolds, our 
people will be given honest, essential facts. We shall discuss the risks and 
responsibilities inherent in all forms of ownership, including securities. We shall 
preach against reckless use of our facilities, and for the use of available facts.” 
I am attaching for your information three examples of the earliest ads, which 
appeared in 1945 and 1946 (exhibits A, B, and C). 

Throughout the years our ads have cautioned the public to invest wisely. 
Several examples are attached (exhibits D and E). Since 1956 they have 
featured the four cautions in their present form. In the attached examples you 
will note that the cautions have been circled (exhibits F, G, H, and I). 


In 1954 the board of governors approved our current theme, “Own Your Share 
of American Business.” 
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To find out the problems in carrying out its educational programs, the exchange 
conducted in 1954 a series of research projects. They showed that: i 
Only 23 percent of the adult population could define common stock 
adequately. 
Only 10 percent would consider investing extra funds in common stock, 
Less than 24 percent were able to describe the function of the exchange, 
Nineteen million non-share-owning families said that they would like to 
know more about common stock. 

The magnitude of the job was apparent and still exists. We are undertaking 
a survey at the present time to get up-to-date information of this sort. 

Our educational advertising has been widely acclaimed for its service to the 
public. Our 1956 campaign was given a merit award by the Saturday Review for 
outstanding advertising in the public interest. The 1957 advertising receiveg 
the George Washington Honor Medal of the Freedoms Foundation for “out. 
standing achievement in helping to bring about a better understanding of the 
American way of life.” 

This brings us down to the special cautionary campaign in April 1959, which 
was discussed at your hearing. There were three insertions in 80 newspapers 
in the 35 top markets, two insertions in U.S. News & World Report and one 
each in Time and Newsweek. At a time when there appeared to be an unusual 
amount of speculative activity in low-priced issues, these ads simply brought to 
the forefront and focused upon the cautions that we have been stressing for 
so long. 

No one at the exchange pretends to know whether stock prices are too high 
or too low nor the trend of the market. Regardless of the level of the market, 
there is a right way and a wrong way to approach investing. As stated in each 
of these ads: “The New York Stock Exchange and its members have firm faith 
in the long-term growth of American business. And, in the best interests of all 
concerned, we publish this message to stress the importance of sound principles 
in the selection, purchase and sale of securities.” These cautionary ads are 
also attached (Exhibits J, K, Land M). 

According to the exchange’s recent census of shareowners, which was released 
in June of this year, the number of shareholders in publicly held corporations 
has grown to 12,490,000, 45 percent ahead of the 8,630,000 in 1956 and nearly 
double the 6,490,000 in 1952. Along with this remarkable increase in the number 
of people owning a share of American business comes an increased responsibility 
on the part of the exchange and its member firms to keep the public informed— 
especially the new investor—about the basic principles of investing. The ex- 
change plans to continue to feature the cautions in its advertising and public 
relations, although at this time our research indicates that speculative activity 
by the public has subsided and there is no need at present for a special caution- 
ary program. 

I hope this letter provides you with useful information on the background 
and history of the exchange’s advertising and public program. If there is any 
additional information you or the members of your subcommittee would like, { 
shall be most happy to furnish it. 

I would be happy to have you make this letter a part of the record of your 
hearings, and I am sending, under separate cover, 25 extra copies, in case you 
feel other members of the committee or staff should be given copies. 

Sincerely yours, 
G. KeitH FUNSTON. 


(Nore.—The exhibits referred to in the above letter from Mr. 
Funston have been placed in the committee files. ) 
Mr. Mack. Mr. Halsted. 


STATEMENT OF JESS HALSTED, MIDWEST STOCK EXCHANGE, 
CHICAGO, ILL. 


Mr. Hatstep. Good morning, Mr. Chairman and members of the 
committee. 

Mr. Mack. Mr. Halsted, we are very happy to hear from one of our 
associates and friends. 

Mr. Hatsrep. And thank you, sir. I have been sitting here enjoy- 
ing this discussion. I am glad to see the committee asking questions 
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such as have just been asked, and I think it isa very healthy condition. 

Mr. Mack. Could I ask at that point: You mean the stock market 
today is in healthy position, or we ought to do something about it? 

Mr. Hatstep. 1 would be very glad to enter into the discussion. 
But I would like to make a statement and then I would be very happy 
for you to ask me, if you want, substantially the same questions you 
asked Mr. Gray. You will be getting some different answers of me. 
There are a lot of things that we will agree upon because we have 
both been around a long time. 

Mr. Mack. Well, we will be glad to have you go ahead. 

Mr. Haustep. Thank you, sir. 

My name is Jess Halsted and I appear for the Midwest Stock 
Exchange, Chicago, Ill., with which I have been connected either as 
an executive officer or counsel since 1931. 

This statement is addressed to H.R. 2480, the bill to amend certain 
provisions of the Securities Exchange Act of 1934. These amend- 
ments proposed by the Securities and Exchange Commission are the 
latest of recurring proposals to change the Securities Exchange Act. 
I spent many days in 1934 listening to the hearings before the Senate 
and House committees which preceded the enactment of the_original 
Securities Exchange Act. 

I have spent many hours sitting in this committee room; it has 
been a long time. When | first came here the chairman of the com- 
mittee was the present Speaker of the House, Mr. Rayburn. One 
of the new members of the committee was Mr. Wolverton who retired 
last year. 

I have been back here many times since to attend hearings on requests 
from the Commission to grant it more authority. 

If the committee will permit me, I should like to introduce my 
comment on the amendments proposed this year by mentioning some 
of my recollections as an on-the-spot observer in the 1930’s and follow- 


ears. 

fa the Federal securities laws were passed our country was 
going through a great pu brought on in part, but not exclu- 
sively, by excessive speculation. ‘There was pressure on Congress to 
pass some kind of a oe and pass it quickly. There were then many 
controversial areas relating to the Securities Act of 1933 and to the 
Securities Exchange Act of 1934 where Congress stepped gingerly. 
The effect of regulatory legislation on our whole economy was un- 
certain. The air was charged with emotion. 

Confronted with many areas of doubt and yet convinced of a 
necessity for Federal Government regulation, Congress created the 
Securities and Exchange Commission by the 1934 act. (The Securi- 
ties Act enacted the preceding year was until July 1, 1934, admin- 
istered by the Federal Trade Commission.) Lack of time and a lack 
of experience, of which it was well aware, if I may say so, caused 
angress to postpone precise legislation in many areas. ‘The formula 
employed was to describe in broad terms some phase which Congress 
wanted regulated and then recite in the related section of the law 
that it was unlawful to do thus and so “in contravention of such rules 
and regulations as the Commission may prescribe as necessary or 
erent in the public interest or for the protection of investors.” 

ese words occur again and again in the 1934 act. Congress used 

48168—60—21 
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them as a formula for quick solution. The formula making unlayw- 


ful a generally described situation if in contravention of such rules | 


and regulations as may be prescribed by the Commission (or sub. 
stantially the equivalent language) appears 20 times in the Securities 


Exchange Act of 1934 as it stands today. The same phraseology 


appears five times this year in H.R. 2480. 

Twenty-five years have elapsed since 1934. ‘The Commission hag 
had 25 years of experience. It should know by now, specifically 
what, if any, additional statutory grant of authority it needs. Ye 


in the current bill the Commission proposes to Congress in sections 6, | 


7, 10, 12, and 14 that Congress issue it the same old blank check, 
The Commission proposes in five sections to deal with fundamental 
phases of our economy by merely inviting Congress, after 25 years, 
to give it more open-end authority. The Commission proposals say 
in effect to this committee: “Give the SEC more power and leave the 
rest to us.” I believe, as I am sure you do, in a government of law 
and not of men. 

There is nothing personal about my criticism of the Commission’s 


proposals. In the 25-year period of its existence the Securities and | 


Exchange Commission has had many changes in personnel. In 1953, 
just after the Eisenhower administration took office, three new Com- 
missioners were appointed, two old Commissioners held over. Today, 
none of these five Commissioners is still in office. Among the in- 


cumbent SEC Commissioners, the senior member in length of service, | 


Mr. Orrick, became a Commissioner on May 25, 1955. The turnover 
among Commissioners and Chairmen has been rapid. In the % 
years I have known the Commission, it has had at least 12 Chairmen 
or an average of a new one about every 2 years. As you know, the 
chairmanship does not rotate on the gnc. Who knows what the 
composition of the Commission will be in 1965 or even in 1960! 

The Commissioners stand in public view. They are appointed by 
the President and have to be confirmed by the Senate. They are 
publicly accountable for their words and their deeds. However, 
when Congress grants authority to any commission or agency it can- 
not forget that behind every commission or agency there is a staff 
accountable only to the ever-changing commission. In course of 
time the staffs of most agencies acquire a sort of vested continuity. 
This follows naturally from civil service tenure and from longer ex- 
perience than the appointed commissioners have enjoyed. There are 
students of government who believe some government commissions 
are run more by staff members than by the appointed commissioners. 
I do not believe this to be true in the case of the present Securities 
and Exchange Commission. I wish merely to suggest to this com- 
mittee that if the democratic process is to work successfully Con- 
gress cannot afford to write blank checks to any administrative 
agency. 

Now I should like to discuss specifically but briefly a few of the 
amendments proposed in H.R, 2480. 

I should allude here to the point made, Mr. Chairman, by Mr. 
Gray. Following Mr. Gray’s appearance and my appearance be- 
fore the subcommittee of the Senate Committee on Banking and F'- 
nance, I understand that the Chairman of the Securities and Ex- 


—iTi 


change Commission appeared again, I think it was on the 25th of | 
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June, and in the statement and in the discussion that ensued, he 
stated to that subcommittee that there were certain suggestions that 
had come out of the hearing before this committee and the comments 
made on the other side which prompted the Securities and Exchange 
Commission to give consideration to other possible changes. 

Now, I have not seen those changes—well, I have only the most 
general idea of what they relate to, and the comment that I am about 
to give on the specific provisions is on H.R. 2480 in the form in which 
it was introduced. 

Section 6 of H.R. 2480, as introduced, proposes to amend sec- 
tion 8 of the 1934 act by eliminating the requirement in the present 
statute that a broker’s aggregate indebtedness shall not exceed 20 
times his net capital and by substituting therefor the words—the same 
old formula— 
in contravention of such rules and regulations as the Commission may prescribe 
as necessary or appropriate in the public interest or for the protection of in- 
yestors to provide safeguards with respect to securities carried for the accounts 
of customers. 

Mr. Mack. Would you mind our interrupting you now or would 
you rather wait until you have completed your prepared state- 
ment ? 

Mr. Hatstep. Whatever you want to do. 

Mr. Mack. Well, if you don’t mind, Mr. Hemphill has a ques- 
tion. 

Mr. Hatsrep. No, I donot mind. 

Mr. Hemruitt. Do I understand you to say, Mr. Halsted, that 
section 6 of the bill, H.R. 2480, if enacted would do away with the 
20 times net capital limitation presently existing ? 

Mr. Hatstep. As introduced, the 20 to 1 does not apply. It has 
been reinstated. 

If you will recall, when the Chairman and the representatives of 
the Commission appeared before this committee, the point was made 
that a proviso would be added which I shall quote in the very next 
paragraph of my statement. May I read it, Mr. Hemphill? I be- 
lieve it covers the point that is in the back of your mind. 

On June 3, 1959, the Chairman of the Commission testified before 
this committee that the Commission had reconsidered the elimination 
of the specified 20 to 1 ratio. A clause is to be added containing the 
proviso that such rules and regulations shall not provide a ratio of 
aggregate indebtedness to net capital more restrictive than 20 to 1. 
Then the Chairman went on to say at the bottom of page 43 of his 
prepared statement to this committee: 


This provision would not in any manner limit our existing authority to define 
che terms “aggregate indebtedness,” or “net capital” or any other relevant 
terms, or to modify such definitions when necessary. 

If I understand the Chairman’s formal statement correctly, that is 
saying that the statutory proviso will not impede the Commission; the 
effect of the statutory ratio can be regulated by merely redefining the 
norms, that is, “aggregate indebtedness” or “net capital,” or for that 
matter “any other relevant terms” to suit the Commission. 

I question whether this committee wants to recommend to the Con- 
gress such a loose statutory standard. 
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Mr. Hempnime. May I interrupt? 

Mr. Hausrep. Yes. 

Mr. Hemeuimy. Well, if they can raise the ratio from 20 to 1 to 30 
to 1, then they certainly would have the right to make it 10 to 1, 

Mr. Hatstep. That is right. 

Mr. Hempuiu. And do I understand that it is your view that the 
standard should be maintained in the statute ? 

Mr. Hausrep. Yes; I think the standard should be in the statute, 
This is an important factor and should not be left to any commission 
to escalate up or down. It is the function of the Congress to put a 
standard in the statute. And I believe that the words “net capital” 


and “aggregate indebtedness” should be taken in their ordinary legal | 


meaning and not be defined and redefined to suit the circumstances or 
the thoughts of any agency. That is your job. 

Mr. Hempuity. Well, I agree with you thoroughly, but there is also 
this problem of these agencies taking the power of the Congress and 
taking over the authority which we have put into them. What is your 
feeling about that? 

Mr. Hatsrep. Well, I would like to talk some more about that, I | 
am opposed to a delegation of authority to agencies. I think that 
Congress ought to retain that for itself. 

You are the branch of the Government most directly connected with 
the people who vote. We speak through you and I deplore the loss 
of authority that was originally there but is gradually being 
dissipated. 

Mr. Mack. Would the gentleman yield? 

Mr. Hempui. Yes. 

Mr. Mack. Can I conclude from your statement that you look upon 
the Securities and Exchange Commission as an arm of the Congress! 

Mr. Hatstep. Well, no, sir. It reports to the Congress but it is 
really a part of the executive branch. 

Mr. Mack. You feel that the Commission is assuming part of the 
executive function ? 

Mr. Hausrep. Yes, sir. This committee exercises the visitorial 
power over it through the required reports and so on. 

Mr. Mack. Of course, the Chairman is appointed by the President. 

Mr. Hausrep. And the members are appointed by the President. 

Mr. Mack. So he exercises executive control. I just wanted to 
inquire. I disagree with you but I don’t want to get off the subject. 

Mr. Hatstep. As a matter of fact, I am perfectly willing since— 
may I suggest that in view of your throught and the fact that much 
of what I have written here may be obsolete, why take the time of the 
committee to read it? I would like to have your leave to file the 
statement and then I would be very happy to talk with the committee 
for a few minutes about this idea of a government of law and not of 
men. 

Mr. Mack. I found your statement very interesting but I can un- 
derstand your problem and it bothers me, somewhat, the fact that, | 
well, the Commission seems not to know exactly what they want to 
recommend, and in view of that I certainly would be happy to have | 
your thoughts on the record. If you want, you can summarize your 
statement or you can give us the benefit of your views. We would be 
very happy for you to do that. 
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I know that you also have a very interesting background and I hope 
that you will give us some information concerning your background. 

Also I would like to have you touch if you would upon the subject 
that was a matter before this committee earlier concerning the length 
of service of the Commissioners. I thought it very unusual for this 
Commission to have these 5 Commissioners on the Securities and 
Exchange Commission and no single member having service in excess 
of 3 or 4 years, and it has a life now of over 25 years. I was interested 
in having your views about that, as to why they do not serve long 
terms. Of course, we realize that there are occasions when it is up to 
the President to reappoint minority members, members who have been 
on the majority membership, by the President. I would like to have 
your opinion as to the terms of service on the Securities and Exchange 
Commission which, personally I feel is a very important assignment 
for any person. ‘ i 

Mr. Hatstep. It is a very important assignment. It is not an easy 
job. 

I have known, I think, nearly all of the Commissioners from the 
beginning. There have been men, naturally, of varying degrees of 
ability. There is real ability over there now. They are honorable 
men. They are motivated by the best of intentions. ns 

But I cannot overemphasize the importance of circumscribing any 
individual’s authority by law. The catch phrase expresses the 
thought, a government of laws and not of men. That is a basic con- 
cept of our English common law system. It is man’s protection 
against himself. 

I know that—well, the Chairman of the Commission, for example, 
he and I went to the same law school, we were taught by the same 
teachers. He believes in a government of laws and not of men, but it 
is easy for any of us to pene our loyalty to that principle and forget 
it by our acts. Let me illustrate. 

he point I have just covered here. Mr. Hemphill asked a question 
on the 20-to-1 ratio on the 3d of June, and the answer that he got was, 
“The proviso does not mean anything. We can control that by re- 
defining the terms.” 

That was not a slip of the tongue, it was an unconscious reflection 
of a basic thought; it just shows the hazard of putting too much au- 
thority in human hess That is why it is the function and duty of 
Congress to enact specific laws. 

I don’t know why some of the Commissioners left. Of course, one 
of them went to the U.S. Supreme Court. The first Chairman went 
to the Court of St. James as an Ambassador. One of the original 
members, Mr. Landis, went back to Harvard Law School as dean, and 
so forth,and soon. It is a natural turnover. 

All I can say is, with a constantly changing Commission, and what 
I have chosen to call a vested continuity of the staff, it is important 
that the laws have not too much flexibility, because the staff members 
are not accountable to the public 

Mr. Hempntw. If I can interrupt, Mr. Halsted. 

You see, there is this problem, there is a supervisory task as far as 
the regulatory agencies are concerned, and we have determined, some 
time ago, that in order to monitor a certain condition or situation, you 
have to create a regulatory agency, and so we create the agency. 
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Then the next problem is how to assist the administration, make that 
administration job easier so that every time they will not have to go to 
court. And so there is a tendency—and you can correct me if I am 
not giving the right picture of it—there has been a tendency to mor 
and more give the power to the regulatory agency to make a ruling 


that has the effect of law, or make regulations that have the effect of | 


law. 

Now, we have done that for a number of years, and then, trying to 
correct certain weaknesses, we have the Administrative Procedure 
Act, and now we find we are in a position, as I see it, certainly from 
my experience in this or any other field, that we are in the situation 


that we are not satisfied with the administration to do that and we | 


are not satisfied with the power we have given to the regulato 

agencies, and yet if we place that power in the court then we have to 
create literally hundreds of courts—I hope I don’t misjudge this 
situation 

Mr. Harstep. I think that is correct; but I would caution, if | 
may, against augmenting the situation by further grants of unde. 
fined authority. 

That is, bear in mind that this statute we are talking about came 
out of an era that was filled with emotion. I sat in this room and 
people were tense. They had lost a lot of money and the natural 
tendency is to blame somebody other than themselves: “Do something; 
give us regulations; give us a law.” ' 

And the legislative process skimmed along very rapidly. 

Now, that urgency does not exist today. I will volunteer the 
opinion that the world is not going to fall apart if no amendments 
were adopted by this Congress, and I don’t think that any amend- 
ments that may be adopted are going to guarantee that people will 
not suffer losses. I am getting into a dissertation which I probably 
have no right to offer, but since this has been an informal and very 
pleasant conversation, may I suggest my philosophy of the market? 

People make the market. The market is high today because of emo- 
tional factors to a considerable extent—fear of inflation, cupidity, 
greed; those things cannot be corrected by legislation. They can be 
restrained, but they cannot be abolished. 

Mr. Hempuu.. I asked the members of the Commission and your 
predecessor on the witness stand, and I would like to ask you—if 
something happens, the public wants to blame someone. Now, the peo- 
ple who are the closest to the trouble, in the first line of attack, they 
are the Members of Congress, because we have to go home every 2 
years and campaign, and most of us—Off the record. 

(Discussion off the record.) 

Mr. Hempuitt. But the question that I have is, is there some area 
of responsibility on our part that we have not taken care of to prevent 
another repetition of what has happened ? 

I have asked your predecessor, and I want to ask you, because you 
people are experts, and we very much appreciate your views. 





Mr. Hatstep. Well, may I get reminiscent for a minute? I think | 


I can answer your question by recalling a conversation I had with 
a member of this committee in 1934 on the date this statute became 
law. In the course of the proceedings here, we all got to know each 
other rather well. We saw a lot of each other. 
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I was living at the Shoreham Hotel. I rode up Connecticut 
Avenue that day with one of the members of this committee who 
lived near the Shoreham. 

He turned to me and said, “You have been around here for quite 
awhile. What do you think about it ?” 

He has gone to his reward—I will not mention names, but his 
hilosophy I will always remember. 

I said, “Well, I believe that you and your colleagues have put 
Uncle Sam into the securities business today, and when the next break 
comes we are all going to be shot at together.” 

I think that is still true. I am not so sure about the Congressmen 
being the first line of attack; I think that the brokers will get a quick 
response, and the fan mail at the Securities and Exchange Commission 
is going to be terrific ; they are in the front line. 

egardless of what is done, it is a human tendency to blame the 
other fellow, and that is going to bring down invective on anybody 
that has any association with the market. 

One other thought from this conversation with this ex-member 
of this committee. He was older than I was. He was wise. He 
added this thought to my question of “What do you think about it?” 

He was a contemporary of Speaker Rayburn; they came to Con- 

ress the same year. 

~ He said, “Well, it has been my experience that no legislation is ever 
as bad as it is said to be by those who oppose it, nor is it as effective 
or as good as its proponents claim.” 

I think that is a true, rather wise comment that he made. 

I have wandered afield here. If you have any specific questions, 
I will be glad to try to answer you. 

Mr. Mack. That concludes your statement? 

Mr. Hatstep. Yes, sir. 

I would like to have leave to insert it in the record in full. 

Mr. Mack. Yes, of course; that will be included. 

Mr. Hausrep. Thank you. 

Mr. Mack. Now, as I understand you, you have indicated that if 
something happened in the stock market that the Securities and Ex- 
change Commission would receive the blame. 

Do you think that is the reason they have had this fantastic turn- 
over in the Commission down there? {Laughter.] 

Mr. Hatsrep. No; I don’t think there is any relation there. 

Mr. Mack. Of course, you know that Mr. Gray said that we would 
not have a repetition of anything approaching 1929. Now, let me have 
your opinon about that. 

Do you think that the reason we have not had a repetition of 1929 is 
because of the laws passed by the Congress and the responsibility 
delegated to the Securities and Exchange Commission ? 

Mr. Haxsrep. Well, history does not repeat itself, usually, in the 
exact pattern. 

Mr. Mack. I just wanted you to clarify the point. 

Mr. Hatstep. I do not think that we are going to have a repetition 
of 1929 and 1930, but I think that the prices cannot go one way for- 
ever. Now, what form it will take, I don’t know, because it depends 
on how the mass public feels when the influences of fear of inflation 
or diminution of the fear of inflation asserts itself; things like that. 
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I think that the legislation that is on the books will have a very 
definite cushioning effect. I think it is all to the good. I do no 
foresee disaster. don’t know—I am a lawyer, I am not a market 
expert, but I cannot believe that—well, I don’t know how high is up, 
but I cannot believe that things can go on forever. They could not. 

Mr. Mack. Well, would you agree, is it not true that the prices of 
all types of property have increased since the beginning of this 
century ? 

Mr. Hatstep. Yes; because the dollar has declined. 

Mr. Mack. Well, do you think it is proportional to the decline of 
the dollar that the prices or value of property has increased ? 

Mr. Hatsrep. I would be glad for you to continue questions, but 
I want to disqualify myself as an expert by saying that back in 1953 
or 1954 when Senator Fulbright’s committee engaged in extensive 
investigation of whether the market was too high or too low, I thought 
it was too high and the average was only 408 and—well, I don’t know, 

Mr. Mack. Thank you very much, Mr. Halsted. 

Do you have any questions? 

Thank you again, Mr. Halsted. 

Your complete statement will be inserted in the record. 

(The statement referred to follows :) 


STATEMENT ON BEHALF OF THE MIDWEST STOCK EXCHANGE BY JESS HALstTep, 
Its COUNSEL 


Mr. Chairman, members of the subcommittee, my name is Jess Halsted, I 
appear for the Midwest Stock Exchange, Chicago, Ill., with which I have been 
connected either as an executive officer or counsel since 1931. 

This statement is addressed to H.R. 2480, the bill to amend certain provisions 
of the Securities Exchange Act of 1934. These amendments proposed by the 
Securities and Exchange Commission are the latest of recurring proposals to 
change the Securities Exchange Act. I spent many days in 1934 listening to 
the hearings before the Senate and House committees which preceded the enact- 
ment of the original Securities Exchange Act. I have been back here many 
times since to attend hearings on requests from the Commission to grant it 
more authority. 

If the committee will permit me, I should like to introduce my comment on 
the amendments proposed this year by mentioning some of my recollections as 
an on-the-spot observer in the 1930’s and following years. 

When the Federal securities laws were passed our country was going through 
a great depression, brought on in part, but not exclusively, by excessive specula- 
tion. There was pressure on Congress to pass some kind of a law and pass it 
anickly. There were then many controversial areas relating to the Securities 
Act of 1933 and to the Securities Exchange Act of 1934 where Congress stepped 
gingerly. The effect of regulatory legislation on our whole economy was 
uncertain. Theair was charged with emotion. 

Confronted with many areas of doubt and yet convinced of a necessity for 
Federal Government regulation, Congress created the Securities and Exchange 
Commission by the 1934 act. (The Securities Act enacted the preceding year 
was until July 1, 1934, administered by the Federal Trade Commission.) Lack 
of time and a lack of experience, of which it was well aware, if I may say s0, 
caused Congress to postpone precise legislation in many areas. The formula 
employed was to describe in broad terms some phase which Congress wanted 
regulated and then recite in the related section of the law that it was unlawful 
to do thus and so “in contravention of such rules and regulations as the Com- 
mission may prescribe as necessary or appropriate in the public interest or for 
the protection of investors.” These words occur again and again in the 1934 act. 
Congress used them as a formula for quick solution. The formula making 
unlawful a generally described situation if in contravention of such rules and 
regulations as may be prescribed by the Commission (or substantially the 
equivalent language) appears 20 times in the Securities Exchange Act of 1934 
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as it stands today. The same phraseology appears five times this year in 

R. 2480. 
ee ine years have elapsed since 1934. The Commission has had 25 
years of experience. It should know by now, specifically what, if any, additional 
statutory grant of authority it needs. Yet, in the current bill the Commission 
proposes to Congress in section 6, 7, 10, 12, and 14 that Congress issue it the 
same old blank check. The Commission proposes in five sections to deal with 
fundamental phases of our economy by merely inviting Congress, after 25 years, 
to give it more open-end authority. The Commission proposals say in effect 
to this committee: “Give the SEC more power and leave the rest to us.” I 
believe, as I am sure you do, in a government of law and not of men. 

There is nothing personal about my criticism of the Commission’s proposals. 
In the 25-year period of its existence the Securities and Exchange Commission 
has had many changes in personnel. In 1953, just after the Eisenhower admin- 
istration took office, three new Commissioners were appointed; two old Com- 
missioners held over. Today, none of these five Commissioners is still in office. 
Among the incumbent SEC Commissioners, the senior member in length of 
service, Mr. Orrick, became a Commissioner on May 25, 1955. The turnover 
among Commissioners and Chairmen has been rapid. In the 25 years I have 
known the Commission, it has had at least 12 Chairmen or an average of a new 
one about every 2 years. (The chairmanship does not rotate on the SEC.) 
Who knows what the composition of the Commission will be in 1965 or even in 


960. 

, The Commissioners stand in public view. They are appointed by the President 
and have to be confirmed by the Senate. They are publicly accountable for their 
words and their deeds. However, when Congress grants authority to any com- 
mission or agency it cannot forget that behind every commission or agency 
there is a staff accountable only to the ever-changing commission. In course 
of time the staffs of most agencies acquire a sort of vested continuity. This 
follows naturally from civil service tenure and from longer experience than 
the appointed commissioners have enjoyed. There are students of government 
who believe some government commissions are run more by staff members than 
by the appointed commissioners. I do not believe this to be true in the case 
of the present Securities and Exchange Commission. I wish merely to suggest 
to this committee that if the democratic process is to work successfully Congress 
cannot afford to write blank checks to any administrative agency. 

Now I should like to discuss specifically but briefly a few of the amendments 
proposed in H.R. 2480: 

1. Section 6 of H.R. 2480, as introduced, proposes to amend section 8 of the 
1934 act by eliminating the requirement in the present statute that a broker’s 
aggregate indebtedness shall not exceed 20 times his net capital and by substi- 
tuting therefor the words “in contravention of such rules and regulations as the 
Commission may prescribe as necessary or appropriate in the public interest 
or for the protection of investors to provide safeguards with respect to securities 
carried for the accounts of customers.” 

On June 3, 1959, the Chairman of the Commission testified before this com- 
mittee that the Commission had reconsidered the elimination of the specified 
20 to 1 ratio. A clause is to be added containing the proviso that such rules 
and regulations shall not provide a ratio of aggregate indebtedness to net capital 
more restrictive than 20 to 1. Then he went on to say at the bottom of page 43 of 
his prepared statement to this committee: 

“This provision would not in any manner limit our existing authority to define 
the terms ‘aggregate indebtedness,’ or ‘net capital’ or any other relevant 
terms, or to modify such definitions when necessary.” 

If I understand the Chairman’s formal statement correctly, that is saying 
that the statutory proviso will not impede the Commission; the effect of the 
Statutory ratio can be regulated by merely redefining the norms, i.e., “aggregate 
indebtedness” or “net capital,” or for that matter “any other relevant terms” 
to suit the Commission. Does this committee want to recommend to the House 
the enactment of such a loose statutory standard? 

2. Section 7 of H.R. 2480 proposes to change the simple provision of existing 
section 8(d) of the 1934 act, which provides that it is unlawful to lend a cus- 
tomer’s securities without his written consent by substituting the Commission’s 
suggestion of a blank check authority to make any kind of a rule or regulation 
in this field. If any amendment of section 8(d) is made it should be explicit. 

8. Section 15 of H.R. 2480 deals with a practical problem of what to do in 
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the over-the-counter market when a security has been suspended from trading on 
a national securities exchange. The Commission proposes to amend subsection 
(c) of section 15 of the 1934 act to enable it to suspend trading the securities 
in the over-the-counter market as well. We believe the Commission should haye 
this authority. If for any reason a security is suspended from trading on a 
national securities exchange it ought not to be traded elsewhere. We under. 
stand that there are sections of the securities industry which do not agree 
with us on this. 

4. Section 19 of H.R. 2480 proposes to amend subsection (a) of section 19 
of the 1934 act to give the Commission more latitude in dealing with temporary 
suspensions of trading in a particular security. Under paragraph 2 of sub 
section (a) of section 19 of the 1934 act the Commission may suspend the ge. 
curity’s right to trade for not to exceed 12 months, or it may withdraw the 
registration of a security from trading on an exchange if the Commission finds, 
after hearing, that the issuer of such security has failed to comply with the 
1934 act or the rules and regulations thereunder. By the proposed amendment 
the Commission wants authority to suspend trading in the security even though 
it retains its registered status. We see no objection to this proposal. 

5. Section 20 of H.R. 2480 seeks to give the Commission authority to sus- 
pend trading for more than 10 days in any security on a national securities ex- 
change as now provided in paragraph (4) of subsection (a) of section 19 of 
the 1934 act. The Commission admits some doubt as to its statutory authority 
to employ the rollover process of successive 10-day suspension periods which it 
now uses. The Commission’s objective is proper and should be satisfied. We 
suggest, however, that it be done more precisely than the present proposal con- 
templates. The Commission should have a reasonable time, say 30, 60, or 90 
days, to make investigations, and to keep trading under suspension during 
such reasonable period. There comes a time, however, when all interested par- 
ties are entitled to a decision. The time within which the Commission must 
take a position should be fixed by the statute. 

6. In section 20 of H.R. 2480 authority is also sought summarily to suspend all 
trading on a national securities exchange for one or more periods, no one of 
which shall exceed 90 days. This proposal, as is the case under existing law, 
is conditioned upon such suspension being made with the approval of the 
President. We believe that only the President should have authority to close a 
national securities exchange. Stock exchanges are an intricate part of our com- 
plicated general economy. The present laws limits such closing by the Presi- 
dent to a period not exceeding 90 days. The rollover principle advocated by the 
Commission should not be applied to the complete closing of an exchange. As 
a practical matter, in the event of a national emergency the President would 
probably act not under any of the securities acts but under a General National 
Emergency Act. We see no necessity for changing the existing provision. 

7. Section 30 of H.R. 2480 proposes a money forefeiture of $100 for each and 
every day of failure to file a required document or report. There is no reason 
why the statute should not provide for sanctions to see that a willful violator 
of a reporting provision suffer a penalty. However, the provision as written 
(even though it provides for rule and regulation and extension of time by the 
Commission) is too broad. 

The 1934 act requires many kinds of reports. In some cases the law and the 
rules of the Commission are not so clear that men may not honestly differ as to 
whether a certain report is or is not required. There are also some innocent 
and inadvertent delinquencies and omissions of report filings. Probably the 
most frequent example is among busy officers and directors of corporations who 
fail to file their form 4 change of ownership reports on time. They ought not 
overlook this obligation, but they sometimes do unintentionally. The general 
idea of the amendment is good, but it should provide for forfeiture only after 
notice and a reasonable time within which to make good the default. One 
hundred dollars per day in case of innocent mistake can accumulate to a sum 
beyond what the penalty for infraction ought to be. There should also bea 
maximum. 

In closing, I should like to point out that the position taken in the statement 
just made to this committee is not new, nor is it a surprise to the Securities and 
Exchange Commission. I quote two paragraphs from a letter which I wrote 
Thomas G. Meeker, General Counsel of the Commission, on June 21, 1957, as 
follows: 
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“In his opening remarks at the public conference with the full Commission on 
April 1, 1957, the Chairman stated the importance of a government of laws and 
not of men. In my opinion, the treatment accorded the ‘in contravention 
formula’ is the essence of preserving a government of laws in the field of secu- 
rities regulation. 

“Permit me to reiterate in summary what your records will show I have said 
at each of the three conferences I attended earlier this year: The ‘in contraven- 
tion formula’ was devised at a time when Federal regulation of securities ex- 
changes and brokers and dealers was a de novo matter. The Securities Ex- 
change Act of 1934 was enacted under the pressure of the times and Congress 
had neither the time nor the experience to spell out in the statute the various 
ways and means of regulation. Consequently, in many phases of regulation 
Congress wrote a blank check to the Commission. This urgency does not exist 
today. After 20 years of experience the Commission should know specifically 
what further authority and power, if any, it needs. It should seek such authority 
and power from the Congress by detailed and documented presentation to the Con- 
gress. The Commission should ask for specified powers, not broad grants of 
authority. The power to make laws resides in the Congress and not in any 
agency of the Government.” 

We hope that we have been of some help to the committee. We conclude by 
saying thank you for the privilege of appearing and by expressing our full 
confidence in your dedication to the principle that government must be by law, 
not men. 


Mr. Mack. The committee stands adjourned until 10 o’clock to- 
morrow morning. 


(Whereupon, at 12:25 p. m., the subcommittee adjourned to 10 
am., Wednesday, July 15, 1959.) 
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WEDNESDAY, JULY 15, 1959 


House oF REPRESENTATIVES, 
SuBCOMMITTEE ON COMMERCE AND FINANCE OF THE 
CoMMITTEE ON INTERSTATE AND ForEIGN COMMERCE, 
Washington, D.C. 

The subcommittee met at 10 a.m., pursuant to recess, in room 1334, 
New House Office Building, Hon. Peter F. Mack (chairman of the 
subcommittee) presiding. 

Mr. Mack. The committee will come to order. 

We are continuing our hearings this morning on H.R. 2480. 

While we would like to have a representative of the minority, espe- 
cially to hear such a distinguished witness, I think that we would 
proceed with the hearing. 

We have Mr. Edward T. McCormick, president of the American 
Stock Exchange, as our first witness this morning. 

Mr. McCormick, we are very happy to have your statement. I 
understand you are accompanied by your counsel. 


STATEMENT OF EDWARD T. McCORMICK, PRESIDENT, AMERICAN 
STOCK EXCHANGE, NEW YORK, ACCOMPANIED BY MICHAEL E. 
MOONEY, GENERAL COUNSEL 


Mr. McCormics. That is correct. 

Mr. Mack. If you would like him to join in with you, it will be 
perfectly all right, or if you would like to introduce him at this time, 
that would be fine. 

Mr. McCormick. Our general counsel is Mr. Michael E. Mooney. 

I am very grateful for this opportunity to appear before the sub- 
committee and present my comments on H.R. 2480, introduced by 
Congressman Harris. 

I shall be as brief as possible and direct my remarks to those amend- 
ments with which my exchange is most closely concerned. 

We have no objection to the great majority of the proposals. How- 
ever, we do have serious objections to three of the amendments. 

Section 6 of the bill as now drafted would eliminate the existin 
20-to-1 statutory ratio of aggregate indebtedness to net capital a 
substitute a provision which would give the Commission general rule- 
making power “to provide safeguards with respect to the financial 
responsibility of brokers and dealers.” 

he amendment is clearly objectionable in its present form. 

So far as I know, the existing 20-to-1 ratio established by the Con- 
gress has operated with complete satisfaction for the past 25 years and 
no clear reason for a change has been provided. 
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I have been advised, however, that the Commission has recently 
recommended a modification of the proposed amendment, suggesting 
that there be added, at the end of section 6 of the bill, the words: 

“Provided, however, That such rules and regulations shall not provide a 
ratio of aggregate indebtedness to net capital more restrictive than twenty to 
one. 

As so amended, I would have no objection to section 6 of the bill, 

Section 8(d) of the Securities Exchange Act of 1934 now makes it 
unlawful for any exchange member or any broker or dealer who does 
business through such a member— 
to lend or arrange for the lending of any securities carried for the account of any 
customer without the written consent of such customer. 

The amendment proposed in section 7 of the bill would eliminate the 
written consent provision and would prohibit not only lending but 
also borrowing and holding customers’ securities or any security sub- 
stituted therefor in contravention of rules adopted by the Commis. 
sion to provide safeguards with respect to the financial responsibility 
of brokers and dealers. 

In support of this proposal, the Commission states that the statute 
nowhere requires the segregation of customers’ fully paid securities 
or excess collateral. Apparently this is the thrust of the proposal, 
to give the Commission power to adopt rules and regulations govern- 
ing this segregation of customers’ free securities and excess collateral 

My objection to the proposal is that, so far as members of national 
securities exchanges are concerned, the proposed extension of authority 
is unnecessary and too broad. Exchanges now require, without any 
Commission prodding, that the fully paid for securities of customers 
must be segregated. The same segregation process applies to excess 
securities long in a customer’s margin account. 

To my knowledge the Commission has never indicated any objec- 
tion to the policy of the exchanges in this regard and, so far as I know, 
it has been completely adequate for the protection of the customers 
concerned. The policy is and has been strictly enforced by the 
exchanges. 

Consequently, I fail to see any basis for an extension of Commis- 
sion authority in this respect with regard to exchange members. 

This small but potent amendment would not only give the Com- 
mission sweeping authority over segregation of customers’ securities, 
but would even afford the authority to prohibit brokers from holding 
such securities at all. 

Within the framework of the proposal is also the power to regulate 
the borrowing and lending of customers’ securities. 

Section 8(c) of the act and the rules adopted thereunder, contain 
now specific regulations governing the pledging of customers’ secu- 
rities, and the existing section 8(d) prohibts the loan of customers’ 
securities without the written consent of the customer. 

I believe this field is well covered, at present, by existing regula- 
tions of the Congress, the Commission and the exchanges; what dif- 
ferent or more stringent rules may be contemplated by the Commis- 
sion as applicable to exchange members, I do not know. They do 
not say. 
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If, after 25 years of experience with the statute, revision is needed 
in this area, we and the Congress should be afforded some idea of 
what the Commission has in mind. 

If no specific rules are in contemplation or are now deemed neces- 
sary as regards exchange members, then the authority as to them is 
not necessary and should not be granted. 

Section 30 of the bill proposes a new section 32(c) under which the 
Commission would be authorized, in its discretion, to recover by civil 
suit a $100 per day forfeiture from any person who fails to file infor- 
mation, documents, or reports under the act or the rules of the Com- 
mission thereunder. 

Unlike the comparable provisions of section 32(b) which apply to 
failure to file equally important reports pursuant to an undertaking 
under 15(d) of the act, this new provision for forfeiture would not be 
in lieu of criminal penalty. 

Since the failure to file in each case is equally culpable, I see no 
reason why the detriment incurred should be greater in the proposed 
section 32(c) than in 32(b). The Commission should in each case be 
required to determine whether to proceed by way of criminal penalty 
or forfeiture. 

I have no further comment on the proposed legislation. 

Thank you again for hearing me. 

Mr. Mack. Mr. McCormick, I would assume that you are in favor 
of this bill if it is amended as suggested. 

Mr. McCormick. That is correct. 

Mr. Mack. Would you oppose the legislation if the amendments 
are not accepted ? 

Mr. McCormick. Yes, I think they have very serious implications. 

Mr. Mack. Do you consider this bill rather important or neces- 
sary ? 

Mr. McCormick. I think it is a very good bill and very timely. 

Mr. Mack. In other words, you do think it should be enacted at 
this time ? 

Mr. McCormick. With the three changes I propose; yes, sir. 

Mr. Mack. If it does not have the three changes you suggested, 
then in your opinion it is not very timely ? 

Mr. McCormick. In other words, I think it would put very serious 
obstacles in the operation of the stock market with no correspond- 
ing benefits to the public. 

Mr. Mack. Is your objection, first, to the amendments, that we are 
delegating too much authority to the Securities and Exchange Com- 
mission ? 

Mr. McCormick. I do not make the argument that power should 
not be delegated to the Commission as a general matter. I do object 
to the extension of the power in these three areas that I have indicated. 

I think it is inevitable that the Congress should give, and of course 
it has given, power to make rules to the various administrative agen- 
cies, and I do not believe that they could operate otherwise. 

Mr. Mack. Of course, when the Congress delegates the authority, 
they are also delegating the power? 

Mr. McCormick. There is no question about that. 

Mr. Mack. I was trying to determine if your opposition was based 
on the delegation of the authority and power, or if you were opposed 
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to what you think the Commission might do if they had this author- 
ity. 

“Mr. McCormick. It has been my experience both with the Govern- 
ment—I was with the Government, incidentally, some 16 years as a 
staff member, later a Commissioner, of the SEC—and also my ex. 
perience of 8 years with the American Stock Exchange that it 1s the 
policy of the Congress to delegate power to these administrative agen- 
cies only in those situations where they see a need for such delegation. 

In the three areas that I have indicated, I am contending that the 
SEC has not indicated in any way why they should have this addi- 
tional power or how the public interest would be served in any way 
in their having this power. 

Mr. Mack. In your proposed amendment to section 6 it seems to 
me that you are not concerned about the power, but you are concerned 
about what action they might take if they had this authority. 

Mr. McCormick. My position under section 6 there is that Congress 

itself in writing the original statute placed a 20-to-1 limitation on in- 
debtedness. The markets have operated under that for 25 years and I 
see nowhere in the testimony of the SEC any indication of where at 
any time, so far as the exchanges are concerned, that. determination by 
the Congress, that limit, has led to any detriment on the part of the 
public. 
I ask why now does the SEC find it necessary to ask for the power to 
lower that? The Congress did not adopt the 20-to-1 just carelessly and 
quickly. There is a considerable amount of legislative history in- 
volved in this matter. They have been proved to be right over 25 
years. 

Now, what impels the SEC to ask for additional power in this par- 
ticular area 

As a matter of fact, Congressman Mack, the SEC itself has indi- 
cated to us that they will find it acceptable to amend their proposal 
to include this language, so I don’t think at this point either the in- 
dustry or the SEC has a controversy between them. 

The only reason I comment on section 6 is that as written now, I 
agree with the SEC, it should be changed, but the bill before you 
does not include this revised language. 

Mr. Mack. I am not sure that you understand what I am saying to 
you. 

It seems to me that you are not concerned about the delegation of 
authority, but you are concerned about changing this ratio which was 
established by Congress, and that it is not a question of the delegation 
of authority to the SEC, except that you think that the SEC is going 
to reduce this ratio; is that not correct ? 

Mr. McCormick. If the bill is passed the power will be given to the 
SEC to reduce that. 

It has been my experience in dealing with the Congress over many 
years that they always give these administrative agencies guideposts. 
The Congress gave the SEC a guidepost of 20 to 1 25 years ago. It 
has proved to be a good one, well considered, and proper. 

Why would you now want to delegate to them additional powers 
when you have been proved to be right for 25 years? 

Mr. Mack. I have one further question to ask. 
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Would you have any objection if the Congress gave you a new 
cuidepost and reduced this ratio to 10 to 1? 

Mr. McCormick. Yes, I would. 

Mr. Mack. That is exactly what I have been trying to determine, 
and it seems to me that you are more concerned about the action of 
reducing this ratio than you are with of the authority to the Securities 
and Exchange Commission. 

Mr. McCormick. If I had understood the question, my answer 
would have been just that direct. 

Mr. Mack. Mr. Dollinger. 

Mr. Doturncer. I should like to compliment Mr. McCormick on a 
very fine statement and say it is always a pleasure to welcome a New 
Yorker to this committee. 

Mr. McCormick. Thank you. 

Mr. DotiriNncer. I have only one question, and that is, do you think 
that there have been abuses which have prompted the Commission to 
ask for these additional powers? Would that be the reason, do you 
think ? 

Mr. McCormick. In the area where I am not raising objection I 
think it is entirely proper for the Congress to extend those powers. I 
think in these areas they are asking for power where they have not 
been able to demonstrate any need for that power. 

In other areas I am sure that their records would show a reason for 
asking for the powers that they have requested. 

Mr. Dotirncer. You do not know why they asked for these addi- 
tional powers and it would seem to me that they must be asking for 
them because they think there has been abuse. 

Mr. McCormick. Strangely enough, I don’t believe your committee 
or the industry has been alerted or advised as to what these various 
events have been. 

What I am asking is that you not extend these powers unless they 
can demonstrate to you where and why. 

Mr. Dotuincer. I have no further questions. 

Mr. Mack. Mr. Keith? 

Mr. Kerr. No questions. 

Mr. Mack. Mr. Hemphill? 

Mr. Hempnuixy. I would like to compliment the gentleman on his 
statement also, whether I agree with him or not. 

One of the problems which would concern me would be the fact that 
recently we were advised that the Securities and Exchange Commis- 
sion had a terrific overload in certain areas. Ithink probably that has 
been true throughout the later history of the Commission. In the 
earlier years I assume they had the growth period. 

I am just wondering if, in an effort to reduce that overload or to 
compensate for perhaps what they would call a lack of sufficient per- 
sonnel, this section 30 was not put into this bill, in order to try to 
compensate for that? 

Mr. McCormick. As I understand your question, Mr. Congressman, 
you are indicating whether or not adoption of these particular amend- 
ments would not reduce the load on the SEC so that there would not 
be this pressure on the staff ? 

Mr. Hemputiu. Section 30 I had in mind particularly at this time. 

48168—60——22 
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Mr. McCormick. Yes. 

Mr. Hempuity. Which you referred to? 

Mr. McCormick. You are referring now to this penalty, the for- 
feiture provision ? 

Mr. Hempuiy. Yes. 

Mr. McCormick. I don’t see how in any way that reduces the work- 
load. As a matter of fact, it merely says that you can go either or 
both, and I don’t see how the groundwork that has to be done in 
deciding whether to go for both is any less than the workload if they 
had the alternative of going the civil route or the cirminal. 

Mr. Hempuitu. It would seem elementary to me that if the people 
file proper reports it would make the SEC’s job easier. That to me 
is elementary. 

The next thing that comes to my mind is whether or not the diffi- 
culty of enforcement or the difficulty of police action which we have 
placed in the hands of that regulatory agency would not be facilitiated 
if we tightened the penalties or gave them more authority in the 
penalty or fine field. 

Mr. McCormick. My point in the testimony, Mr. Congressman, is 
not to take away the power to go either civil or criminal in the 
statute. That now exists in connection with the reports under sec- 
tion 15(d) and it has worked. 

As a matter of fact, the 15(d) reports are required when a com- 
pany makes an offering under the 1933 act in excess of $1 million. 
Those reports are identical—an annual report, a semiannual report, or 
interim reports when important events have occurred. They are 
identical. 

Now, having had this requirement under section 15(d) why now, 
because you are listed on an exchange, does the SEC find that it is 
important to put a double penalty on it? 

t has worked under section Ang) As a matter of fact, I think 
it would be possible, with a great deal of work, to demonstrate that a 
listed smn is much less apt to forget or overlook its reporting 
requirements than one that is not. 

Mr. Hempuiy. Then you describe, I gather from your testimony, 
to the same thinking as the gentleman from the New York Stock 
Exchange yesterday when he said that if the discretion area power 
were put in the Federal district court, he would be satisfied. 

Mr. McCormick. That is right; in other words, if they want to 
go either way. 

Mr. Hemputtx. I know you are familiar, having been with the 
Government, with the fact that certain Government agencies have 
the power either to prosecute civilly or to prosecute on the criminal 
side of the court. 

Mr. McCormick. That is right. 

Mr. Hemputtt. It has been my experience that bureaucracy is quick 
to threaten with criminal penalty, especially when the case is weak 
on the civil side, and I have had some recent experience with that 
which has been most distasteful because I hate to see my Government 
put a taxpayer in that position, but it is being done every day. 

Have you some suggested language here which would accom- 
plish it? 
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Mr. McCormick. I would be very happy to propose it. As a 
matter of fact, it is simple, because the same language is already in 
the rule that applies to the 15(d) report. 

Mr. Hemreuiy. I wish you would file that for the record, if you 
would, if I may ask that, Mr. Chairman. 

Mr. Mack. Very good. You may supply that for the record. 

Mr. McCormick. Fine. 

(The information referred to follows :) 


AMERICAN STocK EXCHANGE, 
New York, July 27, 1959. 
Re H.R. 2480. 
Hon. Peter F. MAcK, Jr., 
Subcommittee on Commerce and Finance, 
House Committee on Interstate and Foreign Commerce, 
New House Office Building, Washington, D.C. 


DEAR CONGRESSMAN MAcK: In the course of my testimony on July 15, 1959, 
with reference to H.R. 2480; you requested that I submit a proposed revision 
of section 30 of the bill and also my comments as to H.R. 2482, a bill to amend 
the Investment Advisers Act of 1940. 

Attached hereto is my proposed draft of section 30 of H.R. 2480. In my 
opinion this proposal is simpler than the approach used in the present form 
of the bill. Since this is an all-inclusive forfeiture provision, the proposed 
section 32(c) of the act may be deleted from the bill. As you will note, the 
revised language places a maximum limit of $10,000 on the amount of forfeiture 
recoverable, using the maximum fine provision in section 32(a) of the act 
as an appropriate criterion. Moreover, it provides that any forfeiture shall be 
in lieu of criminal penalty and limits application of the forfeiture provisions 
to instances of willful failure to file information. This last element of awareness 
is vital when monetary forfeiture is potentially involved as a sanction for non- 
action. For instance in proposed amendments to form 8K (the current report 
filed by issuers of listed securities and by certain other issuers) the Commis- 
sion, in response to item 1 of the form would require a report by the registrant: 

“(e) If any parent of the registrant, or any person in connection with be- 
coming such a parent, has pledged or hypothecated any securities of the 
registrant or any of its affiliates, give the name of such parent or person, the 
date of the transaction, the title and amount of securities involved, the name 
of the person with whom they were pledged or hypothecated, the amount of 
the indebtedness, the name of the person or persons for whose benefit the 
securities were pledged or hypothecated, and a brief outline of the terms and 
conditions of the pledge or hypothecation.” 

The difficulty with this requirement is that the registrant must determine 
who is a parent—often a most difficult and debatable problem, and whether such 
a parent (or any person in connection with becoming a parent) has pledged or 
hypothecated securities of the registrant; a fact which is peculiarly within the 
knowledge of the “parent” and which registrant may not know and may be 
unable to ascertain without considerable effort and expense. To subject to 
forfeiture a registrant who fails to file a report on matters peculiarly within 
the knowledge of another would be, in my mind, something far less than 
substantial justice. 

So far as the proposed amendments to the Investment Advisers Act are con- 
cerned, I believe they are in the public interest and should be adopted. I have 
no adverse comments as to those proposals. As a matter of fact, I have been 
expecting the Congress to give the Commission appropriate visitatorial powers 
since 1945. I think they are long overdue. 

Many thanks for affording me the opportunity to comment on this proposed 
legislation. 

Sincerely yours, 
Epwarp T. McCormick, President. 


Section 30, subsection (b) of section 32 of the Securities Exchange Act of 
1934, as amended, is amended to read as follows: 

“(b) Any person who willfully fails to file information, documents, or re- 
ports pursuant to any provision of this title or any rule or regulation adopted 
by the Commission thereunder shall forfeit to the United States the sum of 
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one hundred dollars for each and every day such failure to file shall continue 
beyond the time established therefor by this title or any rule or regulation 
adopted by the Commission thereunder, or beyond such extension of time as 
may be granted by the Commission, provided that such forfeiture shall not in 
any case exceed ten thousand dollars. Such forfeiture, which shall be in lieu of 
any criminal penalty for such failure to file which might be deemed to arise 
under subsection (a) of this section, shall be recoverable in a civil suit brought 
by the Commission in its discretion on behalf of the United States.” 

Mr. Hemrmitt. I have an excellent editorial from one of my home 
State newspapers, the Camden Chronicle, which points out that the 
number of shareholders in the shareholder census conducted by the 
New York Stock Exchange was 12,490,000, of which 5214 percent 
were women, and half of them are in the $5,000 to $10,000 income 
bracket, and the average household income is $7,000. 

Suppose something happens which causes a drop in the market and 
a loss to a number of people and they begin to write to us, and they 
do as soon as they can get to us. We take it up with the Securities 
and Exchange Commission and they say, “Well, if you had passed 
this legislation like we asked you to do in July of 1959, we wouldn't 
have this trouble.” What would you say? 

Mr. McCormick. I do not believe that the SEC can sustain that 

osition or justify that answer to you in the three areas that I have 
Helinidabed here. In others, yes. 

As a matter of fact, there are areas here that I think it is important 
to give them power and I think that they can demonstrate that they 
should have that power, but not in these three, because we have exam- 
ined their statements. We are familiar with what has happened. 

I am an ex-member of the SEC and so is our general counsel. We 
are quite familiar with the experiences of the SEC over many, many 
years, and in these three areas they cannot demonstrate to you that 
they can answer the letter from your constituent any better with these 
three powers than they can right now. 

Mr. Hempuiti. Do you have some areas in which you would suggest 
we give them more power ¢ 

Mr. McCormick. In what they are asking for, and I think there are 
some 30 amendments to the statute on which I said at the outset I 
agree with them. 

As a matter of fact, I have written this committee a one-paragraph 
letter stating that I agree completely with the proposals under the 
1933 act, which is the thing I think you are particularly interested in; 
that is, the purchase of securities de novo by these small investors. 

I endorse extension of powers in every respect in that bill and that 
is really where you are getting those letters, when a fellow has bought 
a security and wonders whether he has been fully informed. There 
are certain areas. 

There is a very substantial extension of responsibility in that 
proposal. I endorse it. I agree with the other 27 amendments pro- 
posed in the 1934 act. 

I have selected three areas here where, based on experience, I defy 
the SEC to demonstrate to you the need for them. 

Mr. Hempuiy. Those are sections 6, 7, and 30. 

Mr. McCormick. Yes, sir; that is right. 

Mr. Hempnity. You were here yesterday, sir? 

Mr. McCormick. No, unfortunately, I wasn’t. 
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Mr. Hempuity. Yesterday I was addressing my remarks to a gentle- 
man on the stand in which I took up the question of these investors’ 
clubs which are formed and some broker comes down and makes a 
talk to them or necessarily gives them some advice, I cannot imagine 
him talking without —— to some extent. 

Then they contribute at the meeting and finally they make an in- 
vestment. Since it is a matter of human nature it would be natural 
to invest in something the broker would recommend or even talk 
about. 

In your opinion should the brokers’ member who comes down and 
addresses these clubs be a registered investment adviser or not? 

Mr. McCormick. No question about it. 

Mr. Hempuity. He should be? 

Mr. McCormick. Certainly. 

Mr. Hempuitt. I am glad to have that statement from you because 
it has concerned me a great deal that that has happened. 

Thank you very much. 

Mr. McCormick. All right. Fine. 

Mr. Hempuiy. Thank you, Mr. Chairman. 

Mr. Mack. Mr. Keith, if you would like to be recognized, we will 
recognize you. 

Mr. KerrH. Do you mean to say if I am a member of an investment 
club of that sort we cannot have an ordinary stockbroker come in 
and talk to us about market conditions ? 

Mr. McCormick. Yes; that is perfectly all right. 

The way I understand these clubs operate, Mr. Congressman, is 
that they ask a broker to join with them and give them advice. Gen- 
erally he will provide them with information for them to study, and 
he is a man that is in the business-producing end of the business, gen- 
erally speaking. 

From my experience I don’t know of other types that have appeared. 
My experience may be defective in that respect, but the individuals 
that I have met in the brokerage business have been business pro- 
ducers and automatically have for many years been registered repre- 
sentatives. 

Mr. Hemruity. Is there not a difference between a stockbroker as 
such and an investment adviser as such under the law. 

Mr. McCormick. Yes. 

Asa matter of fact, you have the 1940 act that deals with investment 
advice. They do not actually enter into the brokerage business. 
They give advice and do not handle the orders. 

Mr. Kerru. As I understand the question that was offered by my 
colleague, Mr. Hemphill, it was that anybody who would come in and 
speak to this club on the subject of investments should be an investment 
adviser and not be just a stockbroker. 

Mr. McCormick. No. Imay have gotten the question wrong. 

I understood from Congressman Hemphill’s statement that he won- 
dered whether, if this fellow shows up to advise them on what to buy 
and sell and happens to be in the broker business, which from my ex- 
perience he is, he should be there advising people to buy and sell 


securities and handling brokerage accounts without being a registered 
representative. 
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To be a registered representative, the exchanges require thorough 
examination and a period of experience in the business. 

Mr. Kerru. He used the expression “investment adviser,” I thought. 

Mr. McCormick. An investment adviser of course is not a broker. 
He doesn’t handle orders. 

Mr. Kerrn. However, a broker would not be able to speak to an 
investment club as you answered my question. 

Mr. McCormick. An investment adviser would not if he was go- 
ing to handle brokerage, that’s right. That is what I wanted. 

t gather you are under the same impression I am, Congressman, 
that if a fellow doesn’t show up at these meetings to recommend buy- 
ing and selling securities unless he is going to handle the brokerage, 
or someone in his firm, someone of that type. 

Mr. Douiincer. Will you yield? 

Mr. Kerrn. Yes. 

Mr. Dotirncer. Mr. McCormick, I am curious. 

How would the public be protected by an investment adviser or 
counsel ? 

What qualifications are needed to be an adviser or a counsel ? 

Mr. McCormick. Unfortunately, I think the present Investment 
Advisers Act atrocious. I think it is simply horrible and one of the 
things that this committee ought to get around to doing. I think they 
ought to write an investment adviser statute that has teeth in it, 
requires reporting, requires qualifications, and requires capital. 

Mr. DoturnceEr. It says in the act at the present time all you have 
to do to become an adviser or counsel is to register and to show you 
have not been in jail for the past 10 years. 

Mr. McCormicr. That is right, and file a slip of paper with the 
SEC. You don’t have to have any qualification or any capital and you 
don’t have to tell the SEC what you have been doing after that. 

Mr. Dotirncer. Would you recommend before they can use that 
title that they be trained and show proper qualifications, background, 
and experience ¢ 

Mr. McCormick. I certainly do; and I think they ought to approach 
what the SEC requires of a broker. It is a very important field and 
you can cause great losses on the part of the public unless you do that. 

- As a matter of fact, the SEC and the industry have been preaching 
this for a long time and I am simply surprised that no one has gotten 
around to really doing something about it before now. 

Mr. Hemruity. Will you yield? 

Mr. Kerru. I would like you to yield it back to me. 

If you hire an investment adviser, in relation to Mr. Hemphill’s 
question, he would be unable to come and speak to this group concern- 
ing conditions in the stock market ? 

Mr. McCormick. Concerning recommendations as to what the buy- 
ers sell, that is correct. 

Mr. Kerrn. I do not really think then you should have answered 
his question in the affirmative; “Yes, you think he should be an invest- 
ment adviser.” 

Mr. McCormick. If he is an investment adviser and recommending 
particular securities to buy and sell, I think he ought to go through 
the registered representative. In fact, I am saying that most invest- 
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ment advisers should be required to do it, whether they appear before 
groups or not. : : 

Mr. Kerrn. All I want to dois clear up one point. 

He asked you if you did not feel that this man should be an invest- 
ment adviser coming to speak to an investment club. You said “Yes,” 
and I do not believe you really mean that he should have to be an 
investment adviser and registered as such. 

I think that a club should be able to hear the president of the 
American Stock Exchange if they wanted to and I think that he could 
logically be expected to speak about conditions in the market, whether 
or not they were going to be healthy or unhealthy, and that he should 
not have to be an investment adviser to come and speak to that club. 

Mr. McCormick. There is no question about that. 

I understood the Congressman’s question to be: Should the fellow 
who is ordinarily invited and participates in this group who recom- 
mends whether or not to buy Standard Oil, or IBM, or General 
Motors, be a registered representative? And I don’t think people 
should be let loose on these groups who haven’t qualified as a regis- 
tered representative when he 1s giving investment recommendations of 
this type. 

Mr, Kerrn. Registered representative is one thing and a registered 
adviser, I believe, is another. 

Mr. McCormick. That is right. 

Mr. Kerrn. I think in his question he used the word “adviser.” 

Mr. McCormick. If he did that, I assumed he was talking about 
the fellow that is going to recommend the purchase or sale of specific 
securities, and that is why generally he is there. 

I make such speeches. I spoke to the convention of these groups, 
the very first annual convention, but I didn’t tell them what securi- 
ties to buy or sell. As a matter of fact, I generally keep away from 
any discussion of the state of the market and merely refer to the state 
of business. 

I think it is up to the experts who are in the business of buying 
and selling securities to tell them whether to buy or sell or not. I 
think I am a sufficiently qualified economist to talk about the state of 
business. 

Mr. Kerrn. All I am trying to do is get you to recognize there is a 
difference between a registered broker and a registered adviser, and 
I think each of them is in a position to advise his client as to what he 
should do. 

Mr. McCormick. No question about that. 

Mr. Kerrn. However, there is a particular field, a registered ad- 
viser or investment counsel, which is different from a stockbroker as 
such, and I think a stockbroker, too, should be allowed to give advice 
to a group of this sort. 

Mr. McCormick. A stockbroker? No question about it. 

Mr. Kerrn. He does not necessarily have to be a registered invest- 
ment counsel or investment adviser ? 

Mr. McCormick. Oh, definitely. As a matter of fact, the fact that 
he is a registered adviser I don’t think gives him the qualifications 
that a broker has, if that is what you are referring to; no question 
about it. 

Mr. Kerru. I yield back my time, Mr. Chairman. 
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Mr. Mack. Mr. Hemphill. 

Mr. Hempui. I think we are agreed, despite the explanations of 
my distinguished colleague, that as a practical matter, and it has been 
proven time and time again, anybody going down to talk to a group 
ordinarily is a stockbroker unless he feels first that you build up their 
confidence; and, secondly, that he can guide them to some extent. 

It just does not work out practically, and you can hang all the 
halos you want to and what happens when it comes to the shearing 
of the sheep, as we used to call it down on the cotton market at one 
time, the man who goes down and talks to an investment club is not 

liced, or at least the Securities and Exchange Commission does not 
ay a hand on him or somebody does not lay a hand on him. He can 

o down and talk to a club and peddle something indirectly and swear 
e isnot peddling directly and get by with it. 

I think you and I have the same idea that this is an area in which 
something should be done to protect the American public, because so 
far as I can determine about investment clubs, and I do not belong 
to one, they are not learned in the market or the matters affecting the 
stock exchange at all. 

Mr. McCormick. I agree with you. 

I think what you are saying is when a fellow with intent to benefit 
from this recommendation gives this advice, he ought to be a qualified, 
registered representative. I don’t mean by that that Congressman 
Mack, or Dollinger, or yourself, or Mr. Keith, cannot appear before 
one of these groups ce express your opinion as to what business is 
and what the Congress should do about certain things. But I think 
if Mr. Mack is going to tell them to buy Standard Oil, he ought to 
have some qualifications in that field before he does. 

Mr. Hemeuiuy, Thank you, Mr. Chairman. 

Mr. Mack. Thank you. You mentioned that you were not par- 
ticularly satisfied with the present law as now written in the Invest- 
ment Advisors Act of 1940 and I am wondering if you sent to this 
committee a similar letter concerning the Advisors Act that you sent 
concerning the Securities Act of 1933. 

Mr. McCormick. I have not yet, but I would be very happy to. 

As a matter of fact, I wasn’t aware that the hearings on that par- 
ticular statute or bill had been set yet. 

Mr. Mack. They have been sale 

Mr. McCormick. I regret I overlooked it. I certainly will send a 
statement. 

Mr. Mack. You expressed an interest in this matter. I certainly 
want to hold the record open until I have a reply from you. 

Mr. McCormick. Fine. I would be delighted. 

(Information referred to is contained in Mr. McCormick’s letter 
which appears on p. 333.) 

Mr. Mack. Also, I would like to give you an opportunity today as 
one of our leading economists and a man of considerable experience 
in the field of securities to give us the benefit of your views concerning 
the state of business today. 

Mr. McCormick. I think the record is quite clear that business has 
been very good. I think there is a substantial amount of evidence, I 
think reliable evidence, that it is going to get better. I think that all 
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the standard indices that show the development of business, the gen- 
eral overall economic picture, are very healthy. 

Mr. Mack. I presume that you are not alarmed or concerned about 
the price of the stocks generally. 

Mr. McCormick. It is not a question of alarm, Mr. Congressman. 
I would say that starting some 18 months ago, I made a number of 
public statements in which I have urged caution, a further detailed 
study, before you buy, or sell, for that matter. 

It is my feeling that the more you know, the more intelligently you 
are going to act in the investment field. It is not a simple field to 
deal with. When you are buying an interest in a company, there are 
many, many important economic factors that affect the particular indi- 
vidual company, and I say study them. I have specifically urged that 
you not buy from anyone you don’t know. 

I think it is very important that you do that. I think that is the 
first rule you should follow. I think it is simply disgraceful to buy, 
and certainly suicidal to buy, on the basis of rumors, and I have 
repeated that many, many times. 

Mr. Mack. Why is it so important not to buy from someone that 
you do not know, ? 

Mr. McCormick. Because you cannot be sure that he is telling you 
the truth. 

Mr. Mack. If you have a good understanding of the particular 
stock, as you indicate is necessary, then that would not be a major 
factor. 

Mr. McCormick. I think, Mr. Congressman, you and I are not 
concerned with the fellow that is that sophisticated and that knowl- 
edgeable. I think we are worried about the fellow who is not in that 
position. 

Mr. Macx. In your opinion, are most of the stocks sold by person- 
ality or on personality rather than factual information concerning 
stock ? 

In other words, is that a supersalesman’s field ? 

Mr. McCormicr. No. 

When I said, “know the person you are talking about,” I didn’t 
refer to whether you like his smile or not. I was referring to whether 
or not you knew him to be a substantial representative of a member 
house, for example, and that he had behind him the techniques for 
ferreting out this important information that you should have before 
you buy. 

Mr. Mack. Then the customer does rely on the salesman for se- 
curing this information ? 

Mr. McCormick. Very definitely, and I think he should much more 
than he does. 

Mr. Macx. In other words, this area is so highly technical that the 
ordinary lay person could not have the necessary background for 
intelligently buying and selling? 

Mr. McCormick. Ordinarily, I don’t think he would. I think he 
should seek out advice. 

Mr. Mack. I understood from you that he should rely more heavily 
on the advice of thesalesman. Is that an exclusive area ¢ 

Mr. McCormick. No, no; As a matter of fact, if you are in a com- 
pany you are liable to know as much, if not more, about the company 
than the registered representative of brokerage houses. 
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When I say know whom you are dealing with, I mean don’t buy be- 
cause an unknown voice over the telephone tells you to buy. 

Mr. Mack. That is part of your caution program, really, is it not? 

Mr. McCormick. That is right. 

Mr. Macx. It does not involve a large percentage of the potential 
purchasers’ stock ? 

Mr. McCormick. The segment that has not listened and has not 
followed this advice is not large. 

Mr. Mack. I am asking you, sir. 

Mr. McCormick. I would think percentagewise it is relatively small, 
yes. They are the ones you hear about and that I do, and I think it is 
very damaging to the securities business when it happens at all. 

Mr. Mack. Is it damaging to the securities business generally, or 
is it damaging to the individuals concerned ? 

We all know it is damaging to the industry, but is this an impact on 
the business generally ? 

Mr. McCormick. Very definitely when it does happen, yes. 

Mr. Mack. This is enough to cause a substantial change in the 
price of the stock, for instance ? 

Mr. McCormick. In individual situations, it is possible, yes. 

Mr. Mack. This could not be done by just one stipersalesman; it 
would be necessary for several to join in with the same tactics on 
the same stock at the same hour; is that not correct ? 

Mr. McCormick. I think the SEC has done a rather remarkable 
job in many cases and in many of those cases it has been one individ- 
ual who engineered the whole thing. 

Mr. Mack. I am saying it is not a case of one salesman and one 
firm. 

Mr. McCormick. I am saying this: that you will not find it in the 
member firms because the member firms ride herd on these fellows 
and they know that they cannot do it. I am talking about these 
fringe operators, and they are the ones that get the publicity and 
they are the ones that take the money from these little fellows who 
are uninformed, and I think it does considerable damage, public- 
relations-wise, to the industry generally when it happens. 

Mr. Mack. Public-relations-wise ? 

Mr. McCormick. Yes. 

Mr. Mack. However, I am talking about influencing the market. 
There is no substantial influence from this type of operation ? 

Mr. McCormick. I don’t think any salesman and I don’t think any 
firm has barrels enough money to change the trend in the market. 

Mr. Mack. I was trying to secure information on this matter, and 
I am trying to get a grasp of it myself. 

I have heard of people going to a racetrack and having someone 
get an unconfirmed tip on a certain horse. Then the odds go down 
on the horse by the time the race begins, and then the horse finally 
comes in last, which indicated a lot of people lost a lot of money. 

Mr. McCormic K. That is right. 

Mr. Mack. However, then, it did not damage the industry at all. 

The next race started right on time. I am ‘trying to compare that 
with your stock market if you have similar cases where you run onto 
situations like this. 

I know it sounds somewhat facetious to be asking a question like 
that, but I think it is important for the committee to know whether 
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this type of operation actually does influence the price of stock on the 
market. 

Mr. McCormick. To get back to what I understand was your origi- 
nal statement, that is, w vhether it influences the public relations firm, 
there isn’t any question about it, and I would like to also go back to 
your analogy. Rightly or wrongly, when I was quite young my 
father told me to always beware of reasoning by analogy, and I would 
like to say with due deference to you that it is a very poor analogy 
which you used. There have been fringe operators in the U nited 
States. 

The attorney general of New York has caught many of them and 
the SEC has caught hundreds of them. They have influenced the 
market. They have sold the prairie lands as oil lands. Unfortu- 
nately, legal processes are so that it takes time to put them behind the 
bars, but the fact that you keep putting them there I think has a very 
salutary effect on the rest of them, and I think if the SEC had a little 
more money, they would get to them a little faster. 

I think, as a matter of fact, the uranium scandals out in the West 
could have been coped with much more quickly had the SEC had 
money to send a real staff into the West when it broke. Instead of 
that, they were forced to send piecemeal crews out there. 

You say there is some question in mind as to whether it affects the 
industry public-relations-wise. 

I am pleading that you give them money, and I have pled before 
the Appropriations Committee that they be given money to stop this 
sort of thing, because it does affect us all. It affects the honest. Peo- 
ple who read newspapers don’t make that differentiation that is neces- 
sary here. 

Mr. Mack. I appreciate your comments but you have failed to 
answer my question. I am sure that you misunderstood my question 
because I am seriously interested in knowing, and I certainly do not 
condone this activity, whether or not this type of operation affects the 
prices of stocks on the stock market. 

I know it is damaging public- relations-wise, but I also would be in- 
terested, and I think the committee would be interested, in knowing 
whether this type of operation actually has the effect of manipulating 
the market. 

Is is carried on to that extent that it would actually affect the price 
of the stock ? 

Mr. McCormick. Frankly, if the SEC or any of the exchanges knew 
of any manipulation, they would be the first ones to act. 

Believe me, they have staffs that are investigating these things con- 
stantly. They have one of the most intricate systems of daily report- 
ing and weekly reporting that can be conceived. 

If anyone can give us an idea on more quick reports or more detailed 
reports, let us know. We will put them in. We will not countenance 
any of this and we don’t believe it is going on. 

Mr. Mack. Did I understand you correctly earlier to say that it 
might be a group of individuals rather than one individual? 

Mr. McCormick. Nonmembers, yes, over-the-counter securities. 

Mr. Mack. It could be done by a group of individuals organized to 
do it for certain purposes ? 
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Mr. McCormick. That is right, and the SEC has scores of examples 
of that which I am sure they probably submitted or will. It is not 
a case of manipulation on the exchanges, which is a field I think I am 
qualified to speak on. 

Mr. Mack. I appreciate that. I think you are being somewhat 
modest. 

Mr. McCormick. Thank you. I think that is the first time I have 
heard that. 

Mr. Mack. You are qualified to speak in this entire area. 

I would like to ask just one other question, and that is what I was 
trying to get around to eventually. That has to do with the manipu- 
lation of the markets generally. 

I do not know whether you could call it manipulating, or controlling, 
or influencing of the markets, but many things do influence them. 

During the hearings yesterday, I questioned whether the market 
was too high at the present time or if it could be established under 
what circumstances it would be to high, and I would like to ask you 
today if, in your opinion, the American Stock Exchange has ever 
tried to control, or manipulate, or influence the price of stocks when 
they get up to these rather high peaks ? 

Mr. McCormick. If there is ever indication of manipulation, I 
assure you that whoever is responsible will cease very quickly to be 
a member of the exchange. I think that is the policy of every 
exchange. 

Mr. Mack. In other words, the policy of the exchange is let the 
law of supply and demand work to its fullest extent and there is no 
limit to which the stocks can go; is that correct ? 

Mr. McCormick. It is a free market and we cannot tell people that 
they cannot buy any more than you can tell people not to buy an 
automobile at a price. 

Mr. Mack. I understand that. 

Mr. McCormick. I think, Mr. Congressman, that the objective and 
purpose that we all have is to see that before they buy they know what 
they are buying. If they still want to buy it at that price, I don’t 
think you want to pass a law and tell them they can’t. 

Mr. Mack. I am not arguing that at all. In fact, I am only want- 
ing your views on this subject and I say that quite sincerely. 

The policy of the American Stock Exchange is that there should be 
no limitation and that the law of supply and demand should prevail, 
and you are not concerned particularly with the level of the stock 
market ? 

Mr. McCormick. That is correct, if it is an honest, free market, 
which we believe we have, the price level is not our responsibility. 

Mr. Mack. There is a little difference between responsibility and 
concern. 

Mr. McCormick. I have already indicated to you that people should 
buy only after they have exercised precaution. I think at a certain 
price they certainly should realize what the earnings per share are, 
what the yield per share is, and that information they should seek out. 

I think any responsible broker will give it to them. If they are 
willing to buy a stock that is yielding 2 percent, I don’t think a 
brokerage house has any right to tell the man who is fully informed 
that he can’t buy it, and we don’t buy and sell securities. We provide 





or 


L 





SECURITIES ACTS AMENDMENTS, 1959 343 


the marketplace where the buyer and seller meets, and we want an 
open, free market that is properly regulated to see that improper in- 
fluences do not exert themselves, and once that is taken care of, it is 
a question of the free play of supply and demand. 

Mr. Mack. So it is of no concern to you how high the market. goes; 
is that correct ? 

Mr. McCormick. As long as it is a free, honest market, that is 
correct. 

Mr. Mack. It cannot get too high ? 

Mr. McCormick. To answer you, I don’t think it is proper to put 
a limit, a ceiling, on securities prices. 

Mr. Mack. You would not hesitate at all to say that it is not too 
high now or that it is too high? 

You would not hesitate to say that it is not too high at the present 
time ? 

Mr. McCormick. I would say that people have bid the stocks up to 
this under free auction rules. 

What I personally will buy or sell I don’t think is of any interest to 
the committee. 

Mr. Mack. I understand you, sir. 

I wanted to ask this question, though: Should the Congress interest 
itself in the level of the stock market in anticipation of some type of 
a break ? 

Is there any additional legislation that Congress should pass to 
protect people from the repetition of what happened back in 1929? 

Mr. McCormick. The Congress has already taken the steps neces- 
sary to prevent a repetition of 1929 and 1930. 

Mr. Macx. In other words, you are testifying today that under the 
mn law, since we have enacted law, since that time we could not 

ave a repetition of that ? 

Mr. McCormick. I certainly agree, absolutely. 

You have had pretty near 30 years to deal with this thing and 
have repeatedly reviewed the statutes and made changes. You are 
proposing to make changes now, most of which I have told you I 
endorse. 

Mr. Mack. However, there is no additional legislation needed ? 

Mr. McCormick. Yes; there is one piece of legislation that is not 
involved here today. 

Mr. Mack. I want to relate it to a break in the stock market and 
any precautionary measures that the Congress should take. 

Mr. McCormick. If you are talking about price, again I have to 
say there is nothing you should do about it, but with respect to the 
area In which I spoke earlier, about where I think the real trouble 
is, Senator Freer years ago and Senator Fulbright more recently 
proposed that certain requirements be placed on the over-the-counter 
market. 

I have endorsed it. The SEC has endorsed it for years and nothing 
has been done about it. 

If you are asking me if there is any legislation that should be 
passed, I certainly think that should be. 

Mr. Mack. I am familiar with that, too. You think that would 
have some effect on this area ? 

Mr. McCormick. I certainly do; very definitely. 
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Mr. Mack. I appreciate that and that is exactly what I was trying 
to bring out this morning, a suggestion from you as to what might 
be enacted by the Congress. 

You mentioned that you had this program 18 months ago to caution 
investors. I have noticed that the American Stock Exchange and the 
New York Stock Exchange, and I will limit to those two at the present 
time, though there are other groups concerned, have had programs of 
caution. 

You mentioned you have had them and the representative of the 
New York Stock Exchange indicated that this was a continuing pro- 
gram, that they had the program on 12 months out of the year, et 
cetera. 

Is that a similar program that you have? : 

Mr. McCormick. They expend more money in — relations and 
the reason is quite obvious; they have more to spend. 

But I would say that our programs are coordinated and have the 
same objectives and cover the full year. 

Mr. Mack. You could not offer anything this morning as to why the 
newspapers and the national magazines always bring out these caution 
drives when the market is at its peak rather than when it is at a very 
low level? 

Mr. McCormicx. I am not sure of that. For example, I think the 
New York and the American Stock Exchange, Associated Stock Ex- 
change firms, and investment trusts all cooperated with the Better 
Business Bureau 3 and 4 years ago to publish the 10 “don’ts.” My 
recollection is the market was not particularly robust at the time. 

Mr. Mack. About 2 years ago this June, the U.S. News & World 
Report carried quite an extensive article. I think they quoted you, 
as a matter of fact, and some of our leading men in this financial area, 
and all of you had the same pattern. 

I am not certain of the exact individual reported, but, as I recall, 
your name was included, and all of them indicated that they should 
exercise caution. That was when the market, in my opinion, was at 
one of its peaks. 

I noticed that we have a similar program developing at this par- 
ticular time. I remember very vividly that no such program was 
given any publicity during December 1957. 

Mr. McCormick. I think it was December or November of 1957 
when I spoke out in Chicago and did do such a thing. 

Mr. Mack. Eighteen months ago. We will put it right at that time. 

I did not see any publicity in the newspapers in that connection at 
that time. 

Mr. McCormick. I would think, Mr. Chairman, that one reason 
why the publications now are giving more attention to this is the fact 
that it is news to more people. 

In other words, the recent report, as was indicated, shows that there 
are 12,400,000-odd stockholders, and I think news concerning the mar- 
ket and the caution that should be taken in dealing with the market 
are important to 12,400,000 people as a minimum, and those who are 
thinking of becoming stockholders, and I think just as a matter of 
running a publication soundly, they find that information of this type 
is newsworthy ; whereas, maybe back when we had fewer stockholders 
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they didn’t think it was worth the space. I don’t know. I am not in 
that business. = 

Mr. Mack. I thought you might have some comment or opinion as 
to why it was given a lot of attention right when the market was at 
its peak and, of course, it, in my opinion, could have some influence on 
the price of stocks by discouraging people from buying. Actually, 
that is what it is. 

Mr. McCormick. If our cautions and our statements lead people to 
stay out of the market when they should stay out, I am all for it. 

Mr. Mack. Evidently you think they should stay out. 

You are agreeing with me, I am sure. 

Are there any other questions? 

Thank you, Mr. McCormick. We certainly enjoyed having you 
here this morning and I can tell from the expression on your face this 
morning that you enjoyed being here. 

Mr. McCormick. Thank you. 

Mr. Mack. Thank you so much. 

The next witness this morning is Mr. Alexander Yearley. 


STATEMENT OF ALEXANDER YEARLEY, CHAIRMAN, NATIONAL 
ASSOCIATION OF SECURITIES DEALERS, INC., ATLANTA, GA.; AC- 
COMPANIED BY MARC A. WHITE, ESQ., COUNSEL, AND DONALD H. 
BURNS, ASSISTANT TO THE EXECUTIVE DIRECTOR 


Mr. Yeartey. Mr. Chairman and members of the committee, I am 
Alexander Yearley and I am this year serving as chairman of the 
board of governors of the National Association of Securities Dealers. 

I have with me this morning Mr. Donald H. Burns, assistant to 
the executive director of the association, and Mr. Mare A. White, 
counsel for the association. 

I very much appreciate this opportunity to appear before you and 
to express the views of the association on pending legislation. 

I will confine my remarks to proposed amendments to the Securities 
Exchange Act of 1934 as set forth in H.R. 2480. 

We have previously furnished the committee with a detailed analy- 
sis of our comments on this bill. I request that they be made a part 
of the record. 

Certain of our comments, of course, will not be applicable due to 
the changes in the Commission’s proposals since the original hearings 
in the House and subsequent Senate hearings. In my remarks I will 
comment on these changes. 

Many sections of the bill are not controversial and our comments 
will be limited to those sections in which the association is particu- 
larly interested. 

Section 6 of the bill would transfer to section 8(b) of the act essen- 
tially the language of the present section 15(c) (3) which confers on 
the enmiesit broad power to prescribe rules to provide safeguards 
with respect to financial responsibility. 

As this section was originally introduced, the association was op- 
posed to its enactment due to the sweeping scope of the power which 
would be conferred upon the Commission without adequate standards 
to guide its exercise. 
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On June 3, 1959, Mr. Edward N. Gadsby, Chairman of the Securi- 
ties and Exchange Commission, stated before this subcommittee at 
page 53 of his testumony : 

On reconsideration, we suggest adding to the amendment a provision that 
our rules would not provide for a ratio of aggregate indebtedness to net capital 
more restrictive than 20 to 1—the ratio now embodied in our rules. Under this 
modification the following language would be added at the end of section 6 of this 
bill: “Provided, however, That such rules and regulations shall not provide a 
ratio of aggregate indebtedness to net capital more restrictive than twenty 
to one.” 

In view of this modification, the association is in favor of the Com- 
mission’s proposal as it relates to this section. 

Section 7 would amend subsection (d) of section 8 to make it un- 
lawful to borrow, lend or hold customers’ securities in contravention 
of such rules as the Commission may prescribe. This would replace 
the present provision which prohibits lending of securities without 
the customer’s consent. 

Again applied here to the borrowing or lending of securities is a 
grant of practically unlimited power to govern by rule. Suflicient 
experience must have been accumulated in dealing with this provision 
over the years to make it possible to draft practical standards to 
guide the preparation of the required rules. 

The association believes that in matters like this, the requirements 
should be enacted by Congress, not left to be promulgated by the 
Commission without some definite guides or standards. 

In view of the fact that the borrowing and lending of securities is 
an integral part of the proper operation of the securities markets, it 
is suggested that the prohibition be limited to carrying for cus- 
tomers’ accounts fully paid or excess margin securities in violation 
of rules and regulations proposed by the Commission. 

This suggestion is based on the requirements of the securities busi- 
ness where often one broker must borrow stock from another broker 
to make delivery under various conditions such as after sales by indi- 
viduals who do not have certificates in form for good delivery. 

Also, in connection with short sales, the borrowing of securities is 
essential. 

The association is in agreement with the Commission that cus- 
tomers’ fully paid securities should be segregated and such securities 
should not be loaned without the express consent of the customer. 

We note, however, that in a statement before the Subcommittee on 
Securities of the Senate Committee on Banking and Currency on 
June 25, 1959, Mr. Gadsby, chairman of the Securities and Exchan 
Commission, stated, at page 568 of his testimony, that there was su 
stantial objection to this bill on the part of the industry and that: 

* * * we would like a further opportunity to consider these matters to deter- 
mine whether or not, in light of the suggestions made here during the past 
week, any modification should be made in our proposals. 

Accordingly, the association will reserve final comment until the 
Commission has reviewed its proposals under this section. 

Section 13 would amend section 15(b) to add to the present powers 
to deny or revoke the registration of a broker or dealer, authority to 
provide for a suspension for not more than 12 months. This specifi- 
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cally gives the Commission a desirable alternative to the more severe 
remedy of revocation. : 

Section 13 would also add to the acts or situations that afford a 
basis for denial, revocation, or suspension of a brokcr’s or dealer’s 
registration, various acts invol ving misconduct related to the securities 
business that are not now included among the grounds for revocation. 
This is a desirable amendment to expand the grounds of disqualifica- 
tion. , ~ 

Section 13 would also provide that the Commission may postpone 
the effectiveness of an application for a broker/dealer registration for 
not more than 90 days, instead of the present limit of 30 days, pending 
determination whether the application should be denied. 

In his testimony before the Subcommittee on Securities of the Senate 
Banking and Currency Committee, Mr. Gadsby suggested that since 
industry agreed that a certain amount of additional time was neces- 
sary that the Commission be allowed to determine this additional time 
requirement on the basis of experience. : 

In view of the memorandum of the Division of Trading and Ex- 
changes on this subject, submitted as part of the record at the hearing 
before the Senate subcommittee on June 25, 1959, and particularly in 
light of the statistics set forth at page 593 of the transcript, the asso- 
ciation, upon reconsideration, does not object to this additional time 
period. ree 

Section 14 would amend section 15(c) (3) by substituting for the 
present provision, which the bill would transfer to section 8, a new 
provision prohibiting transactions by hrokers or dealers in contra- 
vention of Commission rules governing “when issued” or “when dis- 
tributed” trading. 

This section extends the Commission authority to make rules gov- 
erning “when issued trading” in the over-the-counter markets. The 
association has rules governing “when issued” and “when distributed” 
contracts which are set forth in its Uniform Practice Code in section 
F of the association’s manual. These rules have been successful in 
regulating this trading for many years and there does not appear to be 
any cause for the Commission to write rules for the association. 

Section 15 would add a new section 15(c) (4) to provide specific 
authority for the Commission to suspend trading in the over-the- 
counter market in any security “if in its opinion the public interest 
and the protection of investors requires it” and would prohibit trading 
in any security so suspended. 

The Commission is asking for a broad grant of power in this section. 
However, the association would not be opposed to its enactment were 
it not for the last sentence which would prohibit all trading in a secu- 
rity subject to suspension. 

Some change should be introduced to permit trading in a suspended 
security in cases where the Commission believes relief should be 
granted. 

In his testimony on June 25, 1959, the Chairman of the Commission 
stated to the Subcommittee on Securities of the Senate Committee on 
Banking and Currency, at page 569, that while the Commission did 
not foresee circumstances where such relief would be necessary, it had 
no objection to having the authority to do so by rule and regulation. 
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Section 16 would amend subsection 15A(b) (4) specifically to an- 
thorize the Commission, and any registered association of brokers or 
dealers or any registered exchange to determine who was a cause of 
an action that results in denial or discontinuance of membership of g 
broker or dealer. 

This amendment makes specific provision for a finding as to who was 
the cause of the violation of the rules and so resolves an uncertainty 
created by the court decisions under the present law. This is a desir- 
able amendment. 

Section 17 would amend subsection 15A (0) to provide specifically 
for review, by the Commission, of proceedings against a registered 
representative of a member under the NASD rules, or any other per- 
son associated with a member of a registered securities association, 
This makes it clear that such associated persons have full rights to 
review of disciplinary decisions by the association in the same manner 
asmembers. We are in favor of this amendment. 

Section 24 would amend section 21(e) to authorize the Commission 
to seek an injunction on the basis of past violations, as well as current 
or threatened ones. It would also add an authorization for injune- 
tions based on past noncompliance with Commission orders and with 
undertakings of the sort provided for under section 15(d). 

The association has previously commented on this section in a pre- 
pared statement submitted to this subcommittee on July 8, 1959. 

Section 30 would add a new section 32(c) that would impose a for- 
feiture penalty of $100 a day against a person who fails to file infor- 
mation, documents, or reports required to be filed under the act or by 
rules or regulations issued under it. 

This penalty is similar to the penalty now provided in section 32(b) 
for failure to file reports pursuant to an undertaking in a registration 
statement as required under section 15(d), except that it is not in lieu 
of any applicable criminal penalty, whereas the section 15(d) for- 
feiture takes the place of criminal penalties. 

It is suggested that if any such section as this is enacted, where 
possible, some system of notification by the Commission be addressed 
to the person required to file, of the fact that the filing has not been 
made prior to the imposition of any penalties. 

Further, the report and documents to which this section would 
apply should be set forth so that the interested parties are aware of 
possible delinquencies and the sanctions for the same. 

The Commission should be required to show that the failure to file 
was intentional and not due to inadvertence. Also, the Commission 
should be required, as it is under section 32(b), to elect between civil 
and criminal remedies. 

It is suggested also that the word “shall” in connection with the 
forfeiture to the United States be changed to “may” to cover legitimate 
cases of oversight. 

The Commission, on June 25, 1959, in its testimony before the Senate, 
at page 568, stated that in view of the controversy in connection with 
this proposed amendment, the Commission wanted further oppor- 
tunity to consider these matters in the light of suggestions rail by 
industry. 

In general, the association’s position as to the Securities Exchange 
Act of 1934 amendments is that it is in favor of clarification, as well 
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as technical and substantive changes of obvious merit. It recognizes 
that the Securities and Exchange Commission has an excellent record 
in performing the functions assigned to it by Congress. 

However, it believes that when the Commission is requesting changes 
in the laws where the burdens on the industry are not imposed 
primarily to protect the public and, especialy, when the Commission 
is given unlimited rulemaking power without any specific guides or 
standards, that in the interest of the public and the industry, such 
requests should not be granted. 

Certainly, this is true in light of the fact that the acts under dis- 
cussion have been in effect approximately 25 years and the public as 
well as the industry is entitled to something concrete and definite. 

In conclusion, on behalf of the National Association of Securities 
Dealers, Inc., 1 want to express our appreciation for the opportunity 
this subcommittee has afforded us to be present today. 

Mr. Mack. I noticed in your statement you indicated that the 
Commission, on June 25, 1959, in testimony before the Senate, indi- 
eated that they wanted further opportunity to consider these matters 
in light of suggestions. 

Do you know if they have studied those matters further and made 
any additional recommendations ? 

Mr. Yraruey. I have no knowledge of it, sir. 

With your permission I will ask counsel, Mr. White, if he has. 

Mr. Wuire. They haven’t put anything out officially te the in- 
dustry. I assume they are studying them. 

Mr. Mack. We have been waiting now for a year for the legislative 
recommendations of the Commission. They have submitted them and 
amended them and have indicated some further change, and I since 
you mentioned this most recent testimony, felt that they might have 
indicated to you that they had firmed up their legislative program by 
this time. 

Mr. Yeartry. They have not to me, sir. 

Mr. Mack. Thank you. 

Mr. Dotiincer. Mr. Yearley, I have heard it said that there is a 
tremendous amount of market rigging and manipulation going on 
today. What is your opinion of that ¢ 

Mr. YrArtey. This would be purely a personal opinion, sir, and I 
would be inclined to doubt that there was a great deal of it. 

I commend very highly the SEC for the job which they have done, 
a very effective job in cutting down any manipulation or rigging 
which might exist. 

Mr. Dotirncer. Can you tell me what the reason is that there are 
so many offerings that appear to be underpriced and within a few 
days after the offering is made the price becomes much higher than it 
was at its original offering ? 

Mr. Yrartey. That is a very interesting question. 

The price at which a stock is initially offered is determined by the 
underwriters in consultation with the issuer at the time which the 
issue comes out and in their best judgment that is the proper price at 
which that stock should be offered. But after that stock is offered, 
the public puts an entirely different valuation on that stock and the 
price at which the stock sells after the initial offering is determined by 
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the public, by the purchases and sales of stock following the initia] 
offering. 

Mr. DoutrncEr. Are your dealers engaging in the practice which 
would push these prices up ? 1 

Mr. Yeartey. Not at all. 

It is the public which does it, sir. 

Mr. Dottineer. Can you tell me whether the dealers fill part of the 
customer’s order at the offering and part of the market ? 

Mr. Yerartry. I have no question, sir, but what that, in certain cases, 
does exist. 

When an offering comes out in which a dealer participation is lim- 
ited to an X number of shares and he has demand for three X, and 
he can only fill a third of his customer’s order, he may then tell him, 
“Buy the rest for me at the market price,” as it exists at the first day 
of the offering, and I am sure this does exist, sir. } 

Mr. Dotirncer. I have no further questions. 

Mr. Mack. Mr. Keith. 

Mr. Kerru. No questions. 

Mr. Mack. Do you share the views of the previous witness that we 
should not delegate authority to the Securities and Exchange Commis- 
sion ¢ 

Mr. YrArtey. We feel very strongly, sir, as I hope we made clear 
in our report, that in certain phases of the Securities Exchange Act 
there are certain specific powers which belong to Congress and should 
not be delegated to the Securities and Exchange Commission. We 
feel that properly Congress should set the standards of financial re- 
sponsibility. It should not be left to the discretion of the SEC. 

Mr. Mack. You have no objection then if Congress changes the 
ratio to 10 to 1? 

Mr. Yeartey. That, sir, would be your decision to be arrived at fol- 
lowing the testimony of the people who appear before you. 

Mr. Mack. Your reply to my question was not quite clear. Was 
that in the affirmative ? 

Mr. Yeartey. I am sorry, sir. We would bow to your judgment in 
the matter. 

Mr. Mack. Thank you very kindly. 

I have no further questions myself, other than I would like to in- 
quire, since you represent a large segment of this industry, if your 
association has ever participated in any of these caution drives that 
we have been discussing here this morning ? 

Mr. Yeartry. We have not, sir. 

We have felt that it was not primarily a matter which should be 
taken up by the National Association of Securities Dealers. We are 
quite a different organization from the stock exchanges, which actu- 
ally are in the nature of private clubs conferring special privileges 
upon their members. 

We are an organization created through an act of Congress and we 
didn’t feel properly that that was our duty, sir. 

Mr. Mack. Of course you have an interest in that? 


Mr. Yeartey. We have, sir. 

We are going to send out to our members in September of this year 
a booklet which is being prepared in connection with the Better 
Business Bureau of New York and which is entitled, as I recall it, 
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“Securities Security,” or the name may be changed, but, at any rate, 
it is going to all of our members, cautioning them that in stocks which 
they underwrite, stocks which they sell to the public, and in represen- 
tations which they make to the public, they should be completely sure 
of all the facts and have a thorough knowledge of the securities to be 
offered before they make any such offering. 

Mr. Mack. The previous witness indicated that he thought we 
should rely quite heavily on representatives of your organization for 
information on various stocks. Is that correct? 

Mr. YeARLEY. Sir, each person who is a registered representative 
with our association is a man who has passed an examination and who 
is then considered to be qualified. 

Mr. Mack. I hope you did not think I was talking about your 
organization. 

I meant to say members whom you represent. 

Mr. Yeartey. Oh, well, I quite agree with that. I think that any 
member of the public who is going to purchase a security should go 
to a member of a registered exchange or of the National Association 
of Securities Dealers and he should get complete information on any 
security which he is to buy from them. 

Mr. Mack. Your people normally would not caution investors, is 
that correct ¢ 

Mr. Yeartey. I don’t think that I could answer that, sir. 

Mr. Mack. I hope I am not being unfair in asking this question. 

Mr. Yrearutey. You are not being at all unfair. It is a question that 
I don’t know that I am competent to answer, as I understand your 
question, as to whether or not if an investor goes to one of our people 
that he would caution him on buying stocks. 

Is that the way it was phrased, sir? 

Mr. Mack. That was the most recent question, yes. 

Mr. Yrartey. I think that any one of our people conscientiously 
would advise a man as he thought properly on any such security he 
wanted. 

Our people might in their own individual thoughts think that the 
market was high and suggest he not buy, or if they did not think it 
was the proper stock for the individual to buy would suggest he not 
buy. 
Mr. Mack. That answers my question. 

I had perhaps a lot of difficulty putting it over, but that is exactly 
what I wanted to know. 

In other words, you think that some of the people that you repre- 
sent would on a very unusual occasion advise a client not to buy a cer- 
tain stock, even though the client wanted to buy it, because he felt 
it was too high ? 

Mr. Yeartry. I think it would not even be unusual, sir, and I do 
not say that he would caution him not to buy it only because it was 
too high. 

He might have available to him certain information which made 
him feel it was not a suitable investment for that person. 

Mr. Mack. I am very much interested in that because it would be 
very unusual for a salesman to advise someone not to buy a hi-fi set 
because it cost too much. 
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Mr. Yrartey. I think, sir, that our business is quite different from 
the sale of hi-fi sets because it happens every day in the security 
business. 

Mr. Mack. In other words, you are satisfied it is not unusual and 
they do caution people on many occasions ? 

Mr. Yeartey. Oh, very many occasions, sir. 

Mr. Mack. So that I have a clear understanding of this, this pro- 
gram is left to the individual and there is no movement on the part 
of your association, or probably not even of the firms represented, to 
caution people against buying stocks at a certain time for certain 
reasons ? 

Mr. Yeartey. You understand that correctly, sir. 

Mr. Mack. I wanted to make certain I had a proper understanding 

Thank you very much. 

The committee will stand adjourned subject to the call of the Chair, 

(Thereupon, at 10 noon, the committee adjourned, subject to the 
call of the Chair. ) 
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TUESDAY, AUGUST 4, 1959 


House or REPRESENTATIVES, 
SUBCOMMITTEE ON COMMERCE AND FINANCE OF THE 
COMMITTEE ON INTERSTATE AND ForREIGN COMMERCE, 
Washington, D.C. 

The subcommittee met at 10:30 a.m., pursuant to recess, in room 
1301, New House Office Building, Hon. Peter F. Mack (chairman of 
the subcommittee) presiding. 

Mr. Mack. The committee will come to order. 

I am not trying to rush you this morning. I imagine you are ready 
to proceed. 


STATEMENT OF EDWARD N. GADSBY, CHAIRMAN, SECURITIES AND 
EXCHANGE COMMISSION; ACCOMPANIED BY BYRON D. WOOD- 
SIDE, DIRECTOR, DIVISION OF CORPORATION FINANCE; JOSEPH 
C. WOODLE, DIRECTOR, DIVISION OF CORPORATE REGULATION; 
PHILIP A. LOOMIS, DIRECTOR, DIVISION OF TRADING AND EX- 
CHANGES; AND DANIEL J. McCAULEY, JR., ASSOCIATE GENERAL 
COUNSEL 


Mr. Gapssy. We are. 

Mr. Mack. This morning we will continue our hearings on the legis- 
lative program of the Securities and Exchange Commission. 

Mr. Commissioner, I notice that you have a statement to present this 
morning. 

Mr. Gapspy. Yes, sir. 

Mr. Mack. You may proceed. 

Mr. Gapssy. Very will, sir. Thank you. 

Mr. Mack. Do you have amendments to offer ? 

Mr. Gapssy. We have memorandums, Mr. Chairman, to which we 
refer in the statement and which will put in the record all of our 
suggestions as to possible changes. 

Mr. Mack. Thank you very much. You may proceed. 

Mr. Gapssy. Mr. Chairman and members of the subcommittee, my 
name is Edward N. Gadsby. I am Chairman of the Securities and 
Exchange Commission. I am accompanied today by certain of my 
fellow Commissioners and by various members of the Commission’s 
staff. 

You have heard testimony for several days from industry represent- 
atives and members of the bar with respect to the Commission’s legis- 
lative program. This morning I would like to discuss certain objec- 
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tions to some of our recommendations which have been raised by these 
witnesses. Some further comments were raised in statements filed 
with you, and these are considered in a memorandum which I shall 
later offer for the record. 

As you know, apart from my testimony on June 3, in which I 
reviewed the purposes and provisions of the 87 amendments encom- 
passed by the 5 bills now before-you, we have submitted to the com- 
mittee an analysis of these bills, which discusses the existing provisions 
of law, the problem presented, and the remedy proposed in each section 
of our proposals. 

The amendments proposed by these bills are of extreme importance 
in the administration of the securities laws. The Investment Advisers 
Act, which now has as its fundamental approach merely the taking of 
a compulsory census of the industry—investment trusts and invest- 
ment companies. Hearings before subcommittee of the Committee 
on Banking and Currency, U.S. Senate, 76th Congress, 3d session, on 
S. 3580, part I, April 1940, at page 48—will be transformed by our 
proposals into a meaningful statute with regulatory purposes and 
powers. I am happy to note that the spokesmen for the investment 
advisory industry unanimously endorse these proposals. 

While our other recommendations do not propose any new, gen- 
eral program of regulation or anything dramatic, their cumulative 
effect will be very significant in the added investor protection that 
will be provided. This is particularly imperative in dealing with 
today’s extremely active securities markets. The bills before you will 
tighten jurisdictional provisions, facilitate criminal prosecutions and 
other enforcement activities, and correct inadequacies which have 
been revealed in the course of our administrative experience over the 
course of years. Except for certain amendments in 1954 which dealt 
essentially with but one aspect of the Securities Act and concerned 
matters not encompassed by the present bills, there has been no sub- 
stantive amendment to the securities laws since 1940. The Commis- 
sion submits that every step taken to bolster the Securities Acts, to 
strengthen its enforcement hand, and to enlarge the arsenal of reme- 
dies available to it or to investors helps assure the integrity of the 
security markets and deters the would-be miscreant in his efforts to 
evade or violate the law. 

While objections to certain provisions of the bill have been raised, 
there is basically very little disagreement on the record, although this 
might not seem apparent because the testimony has been under- 
standably concentrated on the objections. The proposed amendments 
to the Securities Act of 1933 met with no objections, except for some 
comments by the National Association of Securities Dealers contained 
in a statement which it filed. These comments do not generally at- 
tack the main purposes of proposals, but suggest some restrictions 
as to their scope. 

The New York Stock Exchange and the American Stock Exchange 
overall have taken serious exception to only three provisions in our 
program for modification of the Securities Exchange Act. The Na- 
tional Association of Securities Dealers objects to one additional 
item. I would hope that even these objections will be eliminated by 
the suggestions which I will make in this statement. The Trust 
Indenture Act amendments have engendered no industry objections. 
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Mr. Mack. May I interrupt you just to have something clear in my 
mind ? 

Mr. Gapssy. Yes. 

Mr. Mack. You are making suggestions in this statement today ? 

Mr. Gapssy. That is right. As I go through I will propose 
changes where, as I later explain, changes might be necessary in order 
to reconcile conflicting views which have been put before your 
committee. 

Mr. Mack. I understand the purpose of it, but does this become 
the legislative program of your agency? 

Mr. Gapssy. Final. 

Mr. Mack. This becomes that program ? 

Mr. Gapssy. Yes, sir. 

Mr. Mack. In other words, you are now including some additional 
amendments ? 

Mr. Gapssy. That is right. 

Mr. Mack. In your program ? 

Mr. Gapssy. That is right. 

Mr. Mack. Thank you very much. 

Mr. Gapssy. The National Association of Investment Companies 
has taken exception to only two provisions of the amendments to the 
Investment Company Act. Certain railroads and the Alleghany Corp. 
have raised objections to one other provision, although, except for 
Alleghany, that opposition has, as I will point out, now has been with- 
drawn. 

Given the natural reluctance of regulated industries to submit to 
additional regulation, I think this is a remarkable degree of unanimity 
and a tribute not only to the industry but also to the reasonableness 
of our proposals. 

Ishould add that the American Bar Association has also raised some 
objections designed to restrict the Commission in its use of administra- 
tive remedies against wrongdoers. 

It was pointed out in the course of the hearings that our Government 
is one of laws and not of men. We have been aware of that truism 
for some time. At the same time, it has been recognized that certain 
discretion, particularly in the rulemaking area, must be vested in 
administrative agencies in order to prevent chaos. The delegation of 
such authority to agencies springs not only from a desire to afford 
flexibility and facility to meet changing situations, but also from the 
basic nature of problems presented. As the president of the Invest- 
ment Counsel Association, Mr. Allan A. Wallace, pointed out in these 
hearings on July 9, the problems are complex and not at all simple. 
While, as he observed, an agency may have some difficulty in framing 
rules, an attempt to meet such complex and shifting problems by rigid 
statutory language would be even worse. In the same vein, Mr. Ed- 
ward C. Gray, executive vice president of the New York Stock Ex- 
change, in his testimony during the Senate hearings—transcript, page 
112—on the amendment of section 8(d) of the Securities Exchange 
Act, recognized that it would not be feasible to write detailed rules 
into the statute and that it would be better to provide a statutory 
standard within which the Commission could adopt appropriate rules. 
_ Imight note at this point that we are requesting rulemaking author- 
ity in two new areas covered by sections 7 and 14 of H.R. 2480, and not 
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in five areas as suggested by Mr. Jess Halsted, counsel for the Midwest 
Stock Exchange. 

It is our view that Congress, in considering a delegation of rule. 
making power to an agency, ought not necessarily require a catalogin 
of abuses, but should certainly demand that it be shown an area of 
potential imposition which might require the agency to act in the 
public interest, and that it is justified thereupon in delegating such 

ower to act in accordance with specified standards. Section 23 of the 
Gesnsiting Exchange Act charges us with the responsibility of trans. 
mitting to Congress such recommendations for further legislation as 
we may deem advisable with regard to matters within our jurisdiction, 
We have done so. Naturally, legislation should neither be proposed 
nor enacted if, in the judgment of the Commission and the ultimate 
judgment of the Congress, its enactment is not consistent with and 
required by the public interest. I think we have met the burden of 
showing the need for our proposals. 

Of course, the adoption of any rules implementing a statutory del- 
egation of authority is subject to the safeguards provided for in the 
Administrative Procedure Act. Furthermore, judicial review is avail- 
able and congressional oversight is actively exercised. Such resources 
constitute an effective check upon arbitrary or capricious administra- 
tive action. 

In the testimony by industry representatives, some reference was 
made to certain of my statements before the Senate Banking and Cur. 
rency Committee concerning possible reconsideration by the Commis- 
sion of three of its proposals. These statements appear to have en- 
gendered some misunderstading and, with your permission, I would 
like to clarify the matter. 

After our presentation to this committee on June 3, 1959, the Sub- 
committee on Securities of the Senate Banking and Currency Com- 
mittee held hearings on companion bills. Before your committee 
resumed its hearings on July 8, the Senate committee had already 
heard industry representatives and also our reply, which it had re- 
quested, to industry comments. In replying, we did not think it would 
serve the Senate committee’s purpose, or meet our obligation to the 
Congress, if we merely took the position that, having once expressed 
our recommendations, we considered them as inexorable dogma for- 
ever binding upon us, and that we would not make an objective re- 
appraisal in good faith of each proposal in the light of the objections 
advanced. 

At the time of our reply made at the Senate hearing, we had com- 
pleted our reappraisal of all but three of the provisions, and we then 
stated that we were not persuaded that any material modification 
was appropriate as to the balance of our suggestions. I might add 
that we have neither the inclination nor the desire to be either 
cavalier or arbitrary in our recommendations. Consequently, we 
then advised the committee that we needed additional time to con- 
sider the remaining matters and on July 16 we filed with the Senate 
committee certain suggested modifications, which I shall discuss in 
a moment. I want it to be understood clearly, however, that these 
changes, as I am sure will be apparent, do not in anyway represent 
an abandonment of or substantial retreat from our original posi- 
tion taken in making the proposals involved. When we made the 
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recommendations embodied in the bills now before you, we felt they 
were proper and necessary. Otherwise, we would not have presented 
them. We still feel this way, and the proposed modifications include 
no change in substance. 

In this connection, I want also to emphasize that the modification 
we suggested at the prior hearings to the amendment of section 8(b) 
of the Securities Exchange Act embodied in section 6 of H.R. 2480 
does not, in anyway, represent abandonment of our original purpose. 
By virtue of this change, unwarranted industry fears have appar- 
ently been allayed and, except for one lone dissent on grounds of 
principle, the amendment has been accepted. The modification we 
suggested would include in the statute a provision that the Commis- 
sion would not impose a ratio of aggregate indebtedness to net 
capital more restrictive than 20 to 1. This is the ratio we have al- 
ways had in our rules. When industry expressed concern that omis- 
sion of this ratio from the statute might indicate that we were con- 
templating a completely new approach in this area, we agreed to 
recommend insertion of such ratio in the statute since we had never 
had any intention of changing it when we drafted our proposals. 
As I pointed out in the earlier hearing, the modification would in 
no way limit our existing authority to define the terms “aggregate 
indebtedness” or “net capital” or any other relevant terms. We 
were, and are of the opinion that all of the flexibility necessary to 
provide adequate safeguards in this area would be provided by the 
proposal as so modified. 

The three areas of modification which I referred to earlier are 
sections 7 and 30 of H.R. 2480 and section 7 of H.R. 2481. 

Section 7 of H.R. 2480 would amend section 8(d) of the Securities 
Exchange Act. The present section 8(d) makes it unlawful for 
certain broker-dealers, including exchange members, to lend or to 
arrange for the lending of any security carried for the account of any 
customer without the written consent of such customer. Section 7 of 
H.R. 2480 would expand this narrow provision and would make it 
unlawful to borrow, lend or hold any securities received or carried for 
the account of a customer in contravention of such rules and regula- 
tions as the Commission may prescribe as necessary or appropriate in 
the public interest or for the protection of investors to provide safe- 
guards with respect to securities carried for the account of customers. 

As indicated in our section-by-section analysis of the bills, which 
was admitted as a part of the record at the beginning of the hearings 
before your subcommittee, the principal purpose of the amendment 
is to authorize the Commission to adopt rules requiring the segre- 
gation of customers’ fully paid securities and excess collateral as well 
as to regulate the borrowing and lending by broker-dealers of their 
customers’ securities. Some exchanges already have rules covering 
this subject which are, of course, applicable only to their members. 
There is, however, no power given to the Commission to adopt similar 
rules governing all brokers and dealers. As a consequence, a securi- 
ties firm which is not a member of an exchange that has rules on this 
matter is free of any such restrictions. 

At the hearings, representatives of the New York Stock Exchange, 
the American Stock Exchange, and the National Association of Securi- 
ties Dealers, Inc., objected to our proposal, primarily upon the ground 
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that the proposed grant. of rulemaking power was too broad and that 
the amendment should be limited more specifically to the segregation 
of securities. 

We would have no objection to indicating specifically the areas to 
which the Commission’s rules should apply. We are, however, unable 
to agree entirely with the comments that have been made in regard 
to the lending of customers’ securities. Section 8(d) as it now stands 
is certainly specific on this topic, but is also inadequate. Its require. 
ments can probably be satisfied by simply having the customer sign a 
blanket authorization for the lending of his securities at the time when 
he opens his account. The rules of the New York Stock Exchange 
itself go beyond the present section 8(d), and provide that customers’ 
fully paid securities and excess margin may not be loaned by a member 
unless “a specific written agreement designating the particular securi- 
ties to be loaned is first obtained from the customer.” There is some 
question as to whether even this goes far enough, or whether the 
customer should not also be informed of the particular transaction in 
connection with which the securities are to be loaned. The principal 
place where the borrowing and lending of securities becomes impor- 
tant is in connection with short sales. We have no desire to interfere 
with the mechanism of short selling and the attendant loans of securi- 
ties, but we believe that additional safeguards are necessary to protect 
customers whose fully paid securities are borrowed by the broker- 
dealer himself, or loaned to others for delivery against short sales, 
Obviously, such borrowing may subject the customers’ securities to 
considerable risk. 

In summary, therefore, we would have no objection to modifying 
section 7 of H.R. 2480 to spell out more specifically that the proposed 
rulemaking power should operate primarily in connection with the 
segregation of customers’ fully paid securities and excess collateral 
and the borrowing of customers’ securities by the broker-dealer him- 
self, or their loan to others. 

To this end, we suggest that it be made unlawful to borrow, lend, 
or hold customers’ securities in contravention of such rules as the 
Commission might prescribe as necessary in the public interest or 
for the protection of investors to provide mt segregation of fully paid 
securities and excess collateral or to provide safeguards with respect 
to the lending and borrowing of securities carried for the account of 
customers. In this way, such controls, some of which the New York 
Stock Exchange itself has adopted as applicable to its own members, 
can be made generally applicable instead of being limited to the 
members of certain exchanges or left to the complete discretion of 
these exchanges. 

In drafting such rules, the Commission could exempt members of 
exchanges whose rules on the matter are considered to be adequate. 

I would like to offer for the record a draft of amendatory lan- 
guage which would effect this modification. 

Mr. Mack. It will be included in the record. 

(Information referred to follows:) 

Section 7 of H.R. 2480 would be modified as follows: 

Section 7 would amend subsection (d) of section 8 of the Securities Exchange 
Act of 1934, as amended, as follows: 


“(d) To borrow, lend, or hold any securities received or carried for the account 
of any customer, or any securities substituted therefor, in contravention of 
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such rules and regulations as the Commission may prescribe as necessary OF 
appropriate in the public interest or for the protection of investors to provide 
for the segregation of fully paid securities and excess collateral or to provide 
safeguards with respect to securities carried for the accounts of customers. 


COMPARATIVE PRINT 


Section 7 would amend subsection (d) of section 8 of the Securities Dxchange 
Act of 1934, as amended, as follows: 

“(d) To borrow, lend, or hold any securities received or [To lend or arrange 
for the lending of any securities] carried for the account of any customer 
[without the written consent of such customer.] , or any securities substituted 
therefor, in contravention of such rules and regulations as the Commission may 
prescribe as necessary or appropriate in the public interest or for the protection 
of investors to provide for the segregation of fully paid securities and excess col- 
lateral or to provide safeguards with respect to the lending and borrowing 
of securities carried for the account of customers.” 

Mr. Gapssy. Let me repeat that such proposed modification in no 
way represents an abandonment of the purpose of our original pro- 
posal, but only constitutes a specific definition within the statute of the 
areas Which were originally intended to be covered. 

Section 30 of H.R. 2480 is the second provision we have reconsid- 
ered. This section would add a new section 32(¢c) which would im- 
pose a forfeiture of $100 a day for the failure to file information, docu- 
ments, or reports pursuant to the Securities Exchange Act or any rule 
thereunder. ‘This proposal was drafted to supplement the existing 
forfeiture provisions now contained in section 32 (b) of the act, which 
is limited to reports required by the undertaking specified in section 
15(d) of the act. 

Upon reexamination in the light of the comments made during the 
hearings, we would have no objection to modifications of our recom- 
mendation which would provide that— 

(1) The forfeiture provision be applicable only to failure to 
file the reports required under sections 13 and 16 of the act, that is, 
periodic reports of issuers and ownership reports of “insiders,” 
respectively. 

(2) Recovery of the forfeiture would bar a criminal prosecu- 
tion for the same delinquency, giving the option to the Commission 
to determine whether to proceed civilly for the forfeiture or recom- 
mend to the Department of Justice that criminal prosecution be 
instituted under section 32(a) of the act. 

(3) In the case of ownership reports required under section 16, 
the forfeiture would be such sum not to exceed $50 per day as may 
be determined by the court in its discretion. 

We are submitting herewith a redrafted proposed section 30 of H.R. 
2480 which reflects the foregoing changes. We have submitted this 
amended suggestion to the Department of Justice for comment. 

Mr. Mack. Without objection, that will be made a part of the record 
at this point. 

(Information referred to follows :) 


ProposEeD AMENDMENTS OF SECTION 32 or SEcuRITIES EXCHANGE AcT oF 1934 
IN Section 30 or H.R. 2480 

1. Substitute the following for the quoted language in section 30 of H.R. 

2480. 


“Any person who fails to file information, documents or reports pursuant to 
section 13 of section 16 of this title or any rule or regulation adopted by the 
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Commission thereunder shall forfeit to the United States for each and eve 
day such failure to file shall continue, the sum of $100 per day for such failure 
to file pursuant to section 13, and a sum not to exceed $50 per day as determined 
by the court in its discretion for such failure to file pursuant to section 16. Such 
forfeiture shall be payable into the treasury of the United States and shall be 
recoverable in a civil suit brought by the Commission. The recovery of such 
forfeiture shall be a bar to any criminal penalty under subsection (a) of this 
section for any such failure to file.” 

2. Add the following new section to H.R. 2480: 

The last sentence of subsection (b) of section 32 of the Securities Exchange 
Act of 1934, as amended, is amended to delete “in the name of the United States” 
and there is substituted therefor “brought by the Commission.” 

Mr. Gapssy. I may say it was submitted some weeks ago. The 
Department of Justice has been unable to clear it up to the present 
time. We have received informal information that the prelimina 
staff examination has indicated no objection to this proposal. We 
have every reason to believe that the Department itself will approve 
the bill in its present form. 

Mr. Mack. Do you have any idea as to when they might approve it! 

Mr. Gapssy. Mr. Chairman, I have used every resource in my 
power to get them to tell us, but I cannot give you any date. I am 
sorry. The Department of Justice is a big organization. 

Mr. Mack. Have they given any indication as yet ? 

Mr. Gapssy. They have given us no indication of when their final 
approval will be forthcoming; no. I assume it will be a reasonably 
short time. We have indicated to them the desirability of such a 
prompt action. 

The suggestion made during these hearings that the forfeiture be 
enforcible only after prior notice of failure to file is not, in our 
opinion, appropriate. The statute, in the case of section 16 reports, 
and the Commission’s rules, in the case of section 13 reports, already 
definitely specify the time within which these reports must respec- 
tively be filed, and our rules provide for applications for additional 
time within which to file the section 13 reports. Furthermore, the 
section 16 reports and certain of the section 13 reports must be filed 
upon the incidence of certain events, concerning which the Commis- 
sion normally has no notice, the persons who are required to report 
being the only ones who are aware of the facts. In these circumstances, 
it is extremely doubtful that a notice requirement would be at all 
feasible. 

The industry suggestion that there be a limitation on the amount 
of the forfeiture is met indirectly in connection with section 16 re- 
ports by vesting discretion in the court to determine the amount of the 
assessment. 

Mr. DotiiNceR. Let me ask a question. 

If the court is going to have the discretion to determine the amount 
of forfeiture, why must you limit it to $50 instead of $100? If the 
court is going to have a discretionary right, let the court have the 
advantage of an unlimited amount of money. 

Mr. Gapspy. It is purely a matter of policy as to whether Congress 
wishes to set an exact amount or whether you want to make the amount 
unlimited. 

I should think that, section 16 reports being what they are and the 
penalty being assessed against individuals for failure to file, it would 
be pertinent to lower the ceiling and give the court discretion within 
that rather limited range. 
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Mr. Dotirncer. I can see the power to decide on your part on 
whether it should be civil or criminal, but as to the amount, would not 
this tend in effect to make people a little more indifferent about filing 
and you might have more difficulty? 

Mr. Gapssy. I wouldn’t think so, sir. 

An individual who may be faced with a penalty for 30-day or 60-day 
delinquency as the result of which he might at the entire discretion 
of the court be charged as much as $50 a day would hesitate a long 
while in failing to file reports. I would myself if I were subject to 
it; I know that. aah 

Mr. Doxuincer. However, if it was $100 over my head instead of 
$50, I would be a little more careful. 

Mr. Gavssy. That is a matter of degree, Mr. Dollinger. 

Mr. Dotirncer. I was curious to know why. 

Mr. Gapspy. In the area of section 13 reports, we believe we should 
adhere to the policy stating no limitation in the amount of the for- 
feiture similar to that which is now embodied in section 32(b) of 
the act in dealing with reports under a section 15(d) undertaking. 
In this connection, section 32(b) now authorizes the Department of 
Justice to bring the forfeiture actions based on delinquencies under sec- 
tion 15(d) undertakings. We would suggest that the statute be 
modified so that the Commission would be authorized to bring such 
proceedings as well as those relating to sections 13 and 16 reports. 
The necessary statutory revision in this regard is set forth as item 
No. 2 in the last document which I offered. 

Here again, we do not conceive that we are entertaining any sub- 
stantive departure from our earlier recommendation. While cer- 
tain reports which would have been covered by the original bill, for 
example those of registered brokers and dealers, are excluded under 
the modified text, it must be kept in mind that we have an effective 
remedy in case of such delinquencies in that we may proceed admin- 
istratively to revoke or suspend the registrations. The provision bar- 
ring a criminal penalty whadé the forfeiture has been recovered pro- 
duces the same result as is now provided in the statute for reports 
in connection with a section 15(d) undertaking. As a practical mat- 
ter, successful criminal prosecution would be unlikely after the for- 
feiture has been recovered. Finally, the special treatment now pro- 
posed for section 16 reports is doubtless desirable since it would afford 
flexibility under special circumstances which might exist in that area. 

The National Association of Securities Dealers has challenged the 
proposal embodied in section 14 of H.R. 2480 which would grant the 
Commission rulemaking authority with respect to over-the-counter 
trading on a “when issued” or “when distributed” basis. This pro- 
vision would, in fact, substantially parallel the authority which the 
Commission now has over such trading on the exchanges. The asso- 
ciation bases its opposition on the contention that, since it has some 
authority in the area, there is no reason why the Commission should 
also have jurisdiction. We can hardly be expected to accede to such 
an approach. Rules of conduct based on the public interest should 
apply not only to members of the association, but also to any other 
broker-dealers. They ought to have the force of law and violations 
should be subject to statutory sanctions. The rules of the association 
on this topic actually deal only with the mechanics of making and 





362 SECURITIES ACTS AMENDMENTS, 1959 


performing when-issued contracts, primarily as between members of 
the association, setting forth suggested forms for such contracts, and 
referring to some similar matters. The problem which the Com. 
mission describes cannot be met by such procedural techniques. 

The New York Stock Exchange has suggested that section 20 of the 
bill be modified. This section would make it clear that section 
19(a) (4) of the act authorizes the Commission where necessary in the 
public interest to suspend trading in a listed security for one or more 
periods of 10 days. The exchange suggests that this section should 
contain a limit on the aggregate number of days for which a security 
may be so suspended. ‘The power granted under this section is de. 
signed to meet emergencies. We are aware of its breadth and we 
exercise it sparingly. The duration of the suspension must depend 
upon the duration of the emergency; a matter not subject to our 
control and more often than not subject to no one’s control. The 
suggestion that the Commission should, after a certain period of time 
commence a proceeding under section 19(a) (2) of the statute, ignores 
the fact that the emergency which requires suspension under section 
19(a) (4) is very often of a nature which furnishes no basis for a 
section 19(a)(2) proceeding. The latter proceedings can only be 
undertaken where the issuer has failed to comply with the statute or 
rules thereunder. We have prepared a memorandum which discusses 
our views on this matter in some detail, which I would like to offer 
for the record, if I may. 

Mr. Mack. Without objection, it will be included at this point in 
the record. 

(The information referred to follows :) 


MEMORANDUM OF THE SECURITIES AND EXCHANGE COMMISSION ON AMENDMENT 
PROPOSED IN SECTION 20 or H.R. 2480 


Summary suspension power under section 19(a) (4) of the Securities Exchange 
Act of 1934 


With respect to the proposal in section 20 of H.R. 2480 to amend section 
19(a) (4) of the Securities Exchange Act, the New York Stock Exchange sug- 
gested that the Congress impose an overall time limit of 90 days after which 
the Commission must proceed to a hearing to determine whether trading can 
proceed on an informed and orderly basis.’ 

Section 19(a) (4) authorizes the Commission to suspend, summarily, trading 
in any security registered on a national securities exchange for a 10-day period 
if ‘n the Commission’s opinion such action is necessary or appropriate for the 
protection of investors, and the public interest so requires. The proposed 
amendment would codify the Commission’s interpretation that it has the power 
to renew temporary suspensions for one or more additional periods not exceed- 
ing 10 days each. 

The power under section 19(a) (4) is of an emergency nature and has been 
exercised whenever developments in respect of the affairs of an issuer make it 
impossible for trading to be conducted on a fair and informed basis. It is a 
summary power intended to protect investors, both sellers and buyers, who 
because of sudden developments (e. g., where there are large defalcations result- 
ing in uncertainty as to the financial condition of the company) are unable to 
make informed judgments whether to buy or sell the security or at what price. 
The temporary suspension of trading allows time to obtain and make public 
the information necessary to reach such informed judgments. In some cases 
where the Securities Exchange Act has been violated by the issuer this informa- 
tion will be obtained and made public in the course of a proceeding under section 
19(a)(2). Such a proceeding, however, is not necessary before the section 





2 Transcript, pp. 218-219, 226. 
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19(a) (4) power can be used; nor will it always be possible to commence such 
a proceeding, because the circumstances which give rise to the need to exercise 
this power may not involve any violation of the Securities Exchange Act, a 
condition precedent to the starting of a section 19(a) (2) proceeding. 

The imposition of any time limitation at the end of which it would be unlaw- 
ful to issue any further temporary suspensions would seem to be contrary to 
the public interest because, if, by the end of such period, it has been impossible 
to obtain and make public the information necessary for buyers and sellers to 
reach informed judgments, there would be just as much need for suspending 
trading at that time as there was when the first order was entered. If at that 
time when investors need the protection of the summary power as much as they 
ever did, the Commission is powerless to enter further orders to suspend trading, 
great harm and financial loss might occur to investors. 

If the Commission is renewing its temporary suspensions because the facts 
necessary for investors to make informed decisions are not available, it is diffi- 
cult to see how a hearing during this period (e.g., after 90 days) could afford 
a basis for any other conclusion. There seems to be some tendency to think of a 
summary suspension of trading under section 19(a) (4) as a proceeding against 
someone, in which, at some point of time, there should be a hearing followed by 
a Commission decision on the issues. In fact, as pointed out above, this is an 
emergency power to be invoked where conditions with respect to a security are 
such that trading cannot proceed on an informed and orderly basis. Such an 
order is in no sense a quasi-judicial proceeding at which issues are to be ad- 
judicated between parties ; indeed, such orders are not directed at any adversary 
parties. The time during which a suspension needs to be continued is not at all 
within the Commissioner’s control, but depends upon the duration of the con- 
ditions in the affairs of the issuer which gave rise to the suspension, a matter 
often not subject to anyone’s control. These factors are recognized in the con- 
stitutions of the major stock exchanges which authorize the Board of Governors 
to “suspend dealings in securities” without specifying either the reasons for, 
or the duration of, such suspensions, or providing for any hearings.’ 

Mr. Gapspy. Thank you, sir. 

I am happy to note that the National Association of Securities 
Dealers no longer raises the objections it voiced during the Senate 
hearings to sections 15 and 15 of H.R. 2480. Section 13 contains pro- 
posals for amendment of section 15(b) of the Securities Exchange 
Act which relates to the registration of over-the-counter brokers and 
dealers. One of our proposed amendments to this section would 
extend the time within which the Commission might act upon applica- 
tions for registration when it institutes proceedings to deny registra- 
tion because of a statutory disqualification. The association did not 
dispute the need for some enlargement of this period, but only criti- 
cized the extent of the proposed enlargement. We submitted a memo- 
randum to the Senate subcommittee discussing the matter in detail 
and relating our experience as to the duration of these administrative 
proceedings. This memorandum persuaded the association to with- 
draw its criticism of our proposal, and I would now like to offer for 
the record a similar memorandum, 

Mr. Mack. Without objection, it will be included in this point in 
the record. 





2Constitution of the New York Stock Exchange, art. III, sec. 7; constitution of the 
American Stock Exchange, art. II, sec. 1; constitution of the Midwest Stock Exchange, art. 
III, see, 1. 
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(The information referred to follows :) 


MEMORANDUM OF THE SECURITIES AND EXCHANGE COMMISSION ON AMENDMENT 
PROPOSED IN SECTION 13 or H.R. 2480 


Postponement of effective date of broker-dealer registration 


Section 15(b) of the Securities Exchange Act of 1934 which governs proceed- 
ings by the Commission to deny or revoke the registration as a broker or dealer 
provides, among other things, that pending final determination as to whether 
any such registration is to be denied, the Commission may by order postpone the 
effective date of such registration for a period not to exceed a period of 15 days, 
The proposed amendments to this paragraph contained in section 13 of H.R. 2489 
would, among other things, extend this period from 15 days to 90 days. 

Under the statute an application for registration does not become effective 
until 30 days after it has been filed, and the Commission may postpone effective- 
ness for an additional 15 days without a hearing. Consequently the Commission 
can postpone effectiveness without a separate hearing upon that issue only for 
a maximum period of 45 days after the filing of the application. It is frequently 
a practical impossibility within that period to order and conduct a hearing and 
to make an ultimate disposition of the case. 

Based upon the Commission’s experience in the conduct of denial proceedings, 
the 90-day period proposed in H.R. 2480 is reasonable and represents the mini- 
mum time within which it can be expected that a denial proceeding can be 
eompleted. Our principal reasons are as follows: 

(1) A denial proceeding is not commenced unless there is evidence which 
tends to prove that the applicant has been guilty of one of the acts of misconduct 
specified as a disqualification in the statute, and that the evidence to be adduced 
at the hearing may show that it is in the public interest to deny registration. 
This determination is not made lightly since it is recognized that the commence- 
ment of such a proceeding will have a serious impact on the applicant. Con- 
sequently, no denial proceeding is commenced unless there has been at least a 
preliminary investigation to obtain the facts with regard to the applicant. 
Ordinarily, this consumes a major part of the initial 30-day period. 

(2) Proceedings to deny registration to a broker or dealer are conducted in 
accordance with the Administrative Procedure Act and the Commission’s Rules 
of Practice and in a manner which affords full opportunity for hearing and 
the presentation of evidence. The following procedure is essentially followed: 
An order is issued directing that the proceeding be held, specifying the issues 
to be determined and setting the matter down for hearing. At least 10 days’ 
notice is usually provided. An adversary type hearing is then held before a 
hearing examiner following which each party has the right to submit proposed 
findings of fact and conclusions of law and a brief in support thereof. The 
hearing examiner prepares and files his recommended decision. The parties 
have the right to file exceptions to that decision and briefs in support thereof. 
The matter is then set down for oral argument before the Commission and after 
the argument the Commission must reach a decision and prepare its findings 
and opinion upon the record thus established before it. It is obvious that 
under optimum circumstances, such a procedure consumes a considerable 
amount of time. There are, in addition, many sources of delay. Counsel may 
require additional time to prepare for the hearing or many have conflicting 
court or administrative agency engagements. It may be necessary to adjourn 
the hearings for the convenience of witnesses or to obtain necessary testimony 
of witnesses in various parts of the country. Pretrial proceedings may be nec- 
essary. Various motions and applications may be filed and have to be disposed 
of before the hearing is convened or during the course of such hearing. 

(3) In most cases there is little or no advantage to an applicant to have his 
application become effective while denial proceedings are in progress. He will 
not wish to incur the expense of setting up his office and going into business 
while the question of his right to be registered is in the process of adjudication, 
particularly as the proceedings might immediately be converted into one seek- 
ing revocation. Consequently, applicants usually consent to postpone the 
effective date of registration until final determination of the denial issue. 

(4) The following data with respect to the Commission’s experience in 
broker-dealer proceedings supports the reasonableness of the proposed amend- 
ment. During the 3 fiscal years 1957, 1958, and 1959, the Commission closed an 
aggregate of 170 proceedings to deny or revoke the registration of broker- 
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dealers. Of these proceedings, only 34 were disposed of in 3 months or less, 50 
required more than 3 months but less than 6 months, 60 required more than 
6 months but less than a year, and the balance required more than 1 year. 
Turning specifically to denial proceedings, there have been a total of 26 such 
proceedings commenced in fiscal years 1957, 1958, and 1959. Approximately 
2.300 applications for registration were filed during this period, which indicates 
the relative infrequency of such proceedings. Of these 26 proceedings, 6 are 
now pending. Of the remaining 20, only 4 were completed within 90 days 
after the commencement of the proceeding and of the 4, 2 were disposed of by 
the Commission’s accepting applicants’ notice of withdrawal and dismissing 
the proceeding. Of these 26 proceedings, in only one did the applicant fail to 
consent to postponement of the effective date so that his registration became 
effective during the pendency of the proceeding. A revocation proceeding was 
then commenced and is now pending. 

Mr. Gapssy. The New York Stock Exchange, however, which 
originally supported the association’s objections has maintained its 
position in a statement which it has filed with this committee. This 
statement does not indicate that the exchange has even considered 
the memorandum to which I refer. In any event, as we point out 
in the memorandum, the time we have suggested is that which, in our 
judgment based on experience, is necessary to afford us the oppor- 
tunity to conduct the hearing called for by the statute, to provide 
the procedural safeguards prescribed by the Administrative Proce- 
dure Act and to allow us adequate opportunity to consider the record 
and the arguments of the participants and arrive at an informed 
decision in the matter. 

Section 15 of H.R. 2480 would authorize the Commission sum- 
marily to suspend for one or more periods of 10 days trading in a 
security over the counter whenever it finds such action to be necessary 
in the public interest and for the protection of investors. This amend- 
ment further in substance prohibits any broker or dealer from effect- 
ing transactions over the counter in such security while it is so sus- 
pended. The association and the New York Stock Exchange sug- 
gested during the Senate hearings that the Commission be authorized, 
where appropriate, to exempt brokers and dealers from this prohibi- 
tion. While we do not presently foresee any circumstances under 
which such exemption might be appropriate, we have, as the associa- 
tion has stated here, advised the Senate committee that we have no 
objection to having the authority to make such an exemption by rules 
and regulations. I would like to offer for the record a memorandum 
on this subject. 

Mr. Mack. Without objection, it will be included at this point in 
the record. 

(Information referred to follows:) 


MEMORANDUM OF THE SECURITIES AND EXCHANGE COMMISSION ON AMENDMENT 
PROPOSED IN SECTION 15 or H.R. Ty 
vter 


Suspension of trading over the cour 


While endorsing the proposal in section 15 of H.R. 2480 to add a new section 
15(c)(4) to the Securities Exchange Act to give the Commission the power to 
suspend over-the-counter trading in a security for one or more periods of 10 
days each where this is necessary in the public interest and for the protection of 
investors, industry representatives suggested that “some change should be intro- 
duced to permit trading in a suspended security in cases where the Commission 
believes relief should be granted.” * In the statement, dated July 14, 1959, sub- 





1 Transcript, p. 326. 
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mitted by the New York Stock Exchange, they contend that the prohibition 
might “lock in” a holder of the suspended stock “even though he might have q 
willing buyer who is thoroughly familiar with the facts surrounding the 
suspension.” 

The Commission’s proposed amendment is intended to make it possible to pro. 
tect public investors in situations where the information necessary to make an 
informed judgment whether to buy or sell the security is not available at the 
time, usually because of some sudden development (e.g., large defalcations af- 
fecting the financial condition of the issuer). It is highly unlikely that any 
prospective purchaser would be “thoroughly familiar with the facts” under 
these: circumstances. At the most, he would generally be aware that all the 
material information is not available at that time. The prohibition is appli- 
eable to brokers and dealers, and while such a professional might be able to find 
a “willing buyer” under the circumstances, it is difficult to conjure up a situation 
in which a particular type of transaction should be sanctioned during the period 
when trading is thus suspended. However, the Commission would not object 
to being given the power to provide exemptions from the prohibition by rules 
and regulations. 

Mr. Mack. This is also a suggested amendment, is that correct? 

Mr. Gapspy. It is a suggested amendment, yes. 

Mr. Mack. I mean you indicated that you were making that recom. 
mendation to the Senate committee and I assume you were making it 
here also. 

Mr. Gapspy. It is really an enlargement of our powers under the 
suggested amendment. 

In other words, instead of being arbitrary about it, we would have, 
under this proposed amendment which I am now submitting, some 
latitude in granting exemptions from the statute. 

As I said in my prepared text, we are unable to imagine such a 
situation, but if industry wants it, it is all right with us. 

As I have already pointed out, no testimony was offered in opposi- 
tion to our proposals for amendment of the Securities Act of 1933 as 
embodied in H.R. 5001. However, the American Bar Association has 
offered an amendment relating to withdrawal of registration state- 
ments which is designed to limit our power to use the stop-order 
procedures now available under section 8 of the statute. The bar 
association claims to base its proposal upon the restrictive holding of 
the court in Jones v. SE'C, 298 U.S. 1 (1936). In considering the 
Jones case, the courts have consistently found a reason not to follow 
it. Indeed, the Supreme Court itself has stated that this case presents 
a judicial view of the administrative process which is no longer cur- 
rent. See U.S. v. Morton Salt, 338 U.S. 632, 642 (1950). In any 
event, the bar association proposal, which would grant an absolute 
right to withdraw a registration statement which has not become 
effective and where there has been no sale of a security, would pro- 
duce a more restrictive result even than that contemplated by the 
Jones case. Furthermore, it would specifically overrule the recent 
decision of the Court of Appeals for the Fifth Circuit in Columbia 
General Investment Company v. SEC, 265 F. 2d 559. The considera- 
tions of “public interest” which have governed the Commission’s 
actions in dealing with withdrawals and the undesirability of the 
restraints which the bar association would impose upon the Com- 
mission are eloquently stated by the court in the Columbia General 
decision, a copy of which I now offer for the record. 

Mr. Mack. Without objection, it will be included at this point in 
the record. 
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(Information referred to follows :) 


In the United States Court of Appeals for the Fifth Circuit 
No. 17218 


CoLUMBIA GENERAL INVESTMENT CORPORATION, PETITIONER 
v. 
SECURITIES AND EXCHANGE COMMISSION, RESPONDENT 


Petition for Review of Orders of Securities and Exchange Commission 
(April 6, 1959) 
BerorE HutTcHESON, Chief Judge, and CAMERON and Brown, Cirewit Judges 


Brown, Circuit Judge: This is a Petition for Review of a stop order issued 
by the Securities and Exchange Commission suspending a registration by Colum- 
bia General Investment Corporation (Columbia) for the sale of 100,000 shares 
of stock at a specified price. Columbia’s principal contention is that SEC 
lacked jurisdiction to issue the stop order because, prior to the effective date 
of the registration, Columbia voluntarily requested its withdrawal. This was, 
it claims, its absolute right, unfettered by any agency discretion whether innate 
or pursuant to SEC’s express regulation 477." If that result was not auto- 
matically required as of the time of the notice of the stop-order hearing, 
Columbia next asserts that it became such by the subsequent filing of a sub- 
stantive amendment which SEC had mandatorily to accept under Section 8(a).? 
A somewhat subsidiary but related contention is that SEC denied Columbia 
an effective opportunity for penitence and voluntary adjustment under Section 
5(b) of the Administrative Procedure Act. 5 U.S.C.A. § 1004(b). 

In this frontal attack no question is raised about the sufficiency of the evi- 
dence to sustain the findings of SEC. Hence, in reviewing the power of SEC to 
require and conduct the stop order proceedings, we accept as an established 
fact that the statements in the registration “were materially misleading” as to 
Columbia, its affiliate Columbia General Life Insurance Company (whose stock 
constituted a significant part of Columbia’s asserted assets), Thomas E. Hand, 
Jr., J. Ed Eisemann III (the promoters and moving figures in these two cor- 
porations as well as others involved), and the Columbia Securities Company (a 
sole proprietorship set up by one of them for the purpose of maintaining and 
stabilizing the market in Insurance Company stock). The SEC’s report con- 
tained an elaborate discussion of the details of many transactions, no part of 
which is questioned and upon which these sweeping condemnations were based. 

As Columbia has chosen this narrow approach, only few facts are relevant 
and may be swiftly summarized. Columbia filed a Registration on March 29, 
1956. Ordinarily it would have become effective 20 days thereafter. Section 
8(a), note 2, supra. But by a succession of permissible “delaying amend- 


1“Any registration statement or any amendment or exhibit thereto may be withdrawn 
upon application if the Commission, finding such withdrawal consistent with the public 
interest and the protection of investors, consents thereto. The application for such consent 
shall be signed and shall state fully the grounds upon which made. The fee paid upon 
the filing of the registration statement will not be returned to the registrant. The papers 
comprising the registration statement or amendment thereo shall not be removed from 
the files of the Commission but shall be plainly marked with the date of the giving of 
such consent, and in the following manner: ‘Withdrawn upon the request of the registrant, 
the Commission consenting thereto.’"’ Rule 477, adopted June 9, 1947, but substantially 
the same as the rule first promulgated September 22, 1933, 17 CFR § 230, 477 (1949). 

2“Sec. 8. (a) Except as hereinafter provided, the effective date of a registration state- 
ment shall be the 20th day after the filing thereof or such earlier date as the Commission 
may determine, having due regard to the adequacy of the information respecting the 
issuer theretofore available to the public, to the facility with which the nature of the 
securities to be registered, their relationship to the capital structure of the issuer and the 
rights of holders thereof can be understood, and to the public interest and the protection 
of investors. If any amendment to any such statement is filed prior to the effective 
date of such statement. the registration statement shall he deemed to have been filed when 
such amendment was filed: except that an amendment filed with the consent of the Com- 
mission, prior to the effective date of the registration statement, or filed pursuant to an 


order of the Commission, shall be treated as a part of the registration statement.” 15 
U.S.C.A. § 77h(a). 
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ments”* the effective date was repeatedly postponed. Prior to the effective 
date, Columbia, on June 27, 1956, requested consent of SEC to withdraw the 
Registration pursuant to Rule 477, note 1, supra. SEC denied this on June 
29 and simultaneously issued an order for hearing under Section 8(d),* as well 
as other sections of the Act,° for July 10, 1956. By agreement the hearing wag 
postponed. On August 15, a few days prior to the adjourned hearing, Columbia 
filed a substantive amendment to the Registration, together with a request for 
postponement of the hearing to permit examination of the amendment by the 
staff of SEC and for a conference with the staff thereafter. This was followed 
August 20 with another formal application to withdraw the Registration, and 
this was formally renewed after the Examiner’s report. By these means and a 
formal motion to dismiss, Columbia adequately preserved its basic contention of 
lack of jurisdiction in SEC and alternatively an abuse of discretion under Rule 
477, note 1, supra, if it were legally applicable. 

As the alpha and omega of its argument, as its constant rod and staff, 
Columbia cleaves to Jones v. Securities 4 Exchange Commission, 1936, 29% 
U.S. 1, 56 S. Ct. 654, 80 L. Ed. 1015, as absolutely controlling. We agree with 
Columbia that, in the final analysis, the case is decisive, although in quite a 
different way from its contention. Columbia asserts that it is the classic case 
of a perfectly matching precedent which on stare decisis compels reversal. 
Because the case is emphatic in its ruling, our approach is to determine whether 
on facts and subsequent statutory developments, the parallel is really there, 
Finding differences of sufficient character, we conclude that the case is not 
mandatorily controlling. Once we determine that our action is not precisely 
circumscribed by Jones, we have no doubt that the orders of SEC withstand 
the attacks made here. 

In Jones the registrant, on the 19th day, one day prior to the effective date, 
requested permission of SEC to withdraw the Registration statement under 
the predecessor of Rule 477. This was denied and the SEC undertook to hold 
a stop order hearing. On registrant’s refusal to attend the hearings, SEC 
sought and obtained in the district court orders compelling attendance and 
production of records. After affirmance by the Court of Appeals, the Supreme 
Court reversed. After concluding that notice of a stop order hearing by SEC 
had the effect of keeping the Registration from becoming effective, the Court 
then analogized the resulting situation to an equitable action in which, save 
for rare extraordinary factors not there present, the plaintiff has the uncondi- 
tioned right of dismissal prior to answer, it held that the registrant had the 
absolute right to withdraw the Registration statement prior to its effective 
date. 

Although invited by SEC to reject Jones because the Supreme Court °® itself 
bas cast great doubts on the continued vitality of the case—a possibility which 


8A “delaying amendment” is an amendment filed solely for the purpose of preventing 
a registration statement from becoming effective. Rule 473 of SEC’s rules provides: “An 
amendment altering the proposed date of the public sale may be made by telegram or 
letter.” 17 CFR § 230.473 (1949). Columbia periodically filed amendments changing 
the proposed offering date to a date to be “‘decided upon” or “determined” after the effective 
date of the registration statement. 

*“(d) If it appears to the Commission at any time that the registration statement in- 
cludes any untrue statement of a material fact or omits to state any material fact required 
to be stated therein or necessary to make the statement therein not misleading, the Com- 
mission may, after notice by personal service or the sending of confirmed telegraphic 
notice, and after opportunity for hearing (at a time fixed by the Commission) within 
fifteen days after such notice by personal service or the sending of such telegraphic notice, 
issue a stop order suspending the effectiveness of the registration statement. When such 
statement has been amended in accordance with such stop order the Commission shall 80 
declare and thereupon the stop order shall cease to be effective.” 15 U.S.C.A. § 77h(d). 

5The order recited that the hearing and investigation was being ordered pursuant to 
sections 5, 8(d), 17(a), and 20(a) of the Securities Act of 1933, sections 10(b), 15, and 
21(a) of the Securities Exchange Act of 1934, and sections 7 and 42(a) of the Investment 
Company Act of 1940. 

In United States vy. Morton Salt Co., 1950, 338 U.S. 632, 642, 70 S. Ct. 357, 94 L. Bd. 
401, the Court remarked: “More recent views have been more tolerant of [the administra- 
tive process] than those which underlay many older decisions. Compare Jones vy. 8.£.C., 
298 U.S. 1 with U.S. v. Morgan, 307 U.S. 188, 191.”’ 
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this Court’ and others have discussed—and then treat it as impliedly over- 
ruled,” we find it unnecessary to accept or decline the invitation. Accepting 
the opinion, we think there are substantial grounds for distinguishing it from 
our own situation. 

The facts are different in at least one substantial and significant respect, 
In Jones, the Court emphasized that “so far as this record shows there were no 
investors, existing or potential to be affected. The conclusion seems inevitable 
that an abandonment of the application was of no concern to anyone except the 
registrant.” 298 U.S. at 23. 

That stands in sharp contrast to the record here. Approximately 1,800 
members of the public now hold over 63,000 shares of the class of security 
covered by the Registration. The stockholders, as well as those members of 
the investing public who may have occasion to trade in these outstanding 
shares, are the proper subject of the official concern of SEC. Oklahoma Tezvas 
Trust v. SEC, 10 Cir., 1939, 100 F. 2d 888. Persons other than those who 
purchase the new stock under the Registration may be affected in point of 
fact and may, under certain circumstances, have remedies in point of law for 
misrepresentations in a Registration. Fischman v. Raytheon Manufacturing 
Company, 2 Cir., 1951, 188 F. 2d 783, 787. The dual object of the statute is to 
require public disclosure and widespread dissemination of the information dis- 
closed and, both through these means as well as the strong civil and criminal 
sanctions, prevent and punish fraud in the issuance of securities.” Its aim is 
to obtain an informed and “honest dealing in securities.” *° 

This factor of outstanding stock of the same class as proposed in the Regis- 
tration statement has been regarded by others as a significant variation from 
Jones. See Resources Corporation International vy. SEC, D.C. Cir., 1939, 103 
F. 2d 929, 931; SEC v. Hoover, N.D. IIL, 1938, 25 F. Supp. 484, 486-487; Okic- 
homa-Texvas Trust v. SEC, 10 Cir., 1939, 100 F. 2d 888, supra. That there were 
also other distinguishing factors does not detract from the emphasis all put 
on the protection of outstanding stockholders as well as the public who might 
trade in those shares. 

Moreover, since Jones there has been at least one significant change in the 
law. This reflects that, in the Congressional scheme, it is no longer, in the 
words of the Court, an inevitable conclusion that “* * * abandonment of the 
application was of no concern to anyone except the registrant.” 298 U.S. at 
23. In its original form the Act, Section 5, prohibited the sale or offer for 
sale of any security until the registration became effective. Under the 1954 
amendments a registrant may make offers to sell after filing but before the 
registration statement becomes effective.” 

This is particularly significant in view of the practical consequences of the 
administrative liberality in allowing delaying amendments, see note 3, supra. 
Under this practice a registrant may file a statement and then postpone its final 


TIn Lansky v. Savoretti, 5 Cir., 1955, 220 F. 2d 906, 909-910, this Court observed : 

“The district judge in the Minker case correctly pointed out that it is a far ery to put it 
and a farther one in substance from the days of administrative exuberance,® to put it 
mildly, and from Jones vy. Securities and Exchange Commission, 298 U.S. 1, 56 S. Ct. 654, 
80 L. Ed. 1015, with its organlike denunciations of, and Morgan v. U.S., 298 U.S 468, 56 
8. Ct. 906, 80 L. Bd. 1288, with its milder preachments against administrative usurpation 
and absolutism, to the decision in United States v. Morton Salt Co., 338 U.S. 632, 70 S. Ct. 
357, 94 L. Bd. 401, and to the present, when the Administrative Procedure Act,* 5 U.S.C.A. 
§ 1005, and the decisions giving it effect, have brought substantially all administrative 
actions and their review within the compass of the administro-judicial process.” 

Footnotes 5 and 6 refer to Judging as Administration, Administration as Judging, 21 
Texas L. Rev. (Nov. 1942), and New Instruments of Public Power, Alexander F. Morrison 
Lectureship Foundation, Proceedings of the 1946 Annual Meeting, California State Bar. 

See also Bowles yv. Misle, 1946, D. Nebr., 64 F. Supp. 835, 841. 

5 See, e.g., Browder v. Gayle (3 potas district court), D. Ala., 1956, 142 F. Supp. 707, 
716, especially footnote 14, discussing Barnette v. West Virginia State Board of Education 
(3 judge district court), S.D. W. Va., 1942, 47 F. Supp. 251, 252-253; Fleming v. South 
Carolina Electric & Gas Company, 4 Cir., 1955, 224 F. 2d 752; Perkins v. Endicott Johnson 
Corp., 2 Cir., 1942, 128 F. 2d 208, 217-218. 

*The preamble of the Act states the statute’s purpose is “To provide full and fair dis- 
closure of the character of securities sold in interstate and foreign commerce and through 
the mails, and to prevent frauds in the sale thereof, and for other purposes.” 48 Stat. 74. 

0H, Rept. 85, 73d €Copg., Ist sess., p. 2 (1933). 

“ Concerning this amendment, both Senate and House reports stated : 

“The statute as now in effect contemplated that the registration statement would become 
effective before the sellers of securities could engage in sales activities. * * * In sub- 
stance, section 5, as amended by this bill, permits the making of offers, but not sales, * * * 

rior to the effective date.” §. Rept. 1036, pp. 14-15, H. Rept. 1542, p. 23, 83d Cong., 
d sess. See Whittaker v. Wall, 8 Cir., 1955, 3536 F. 2d 868, 781. 
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legal effectiveness by advancing the specified effective date. During all of that 
time the Registration serves as the basis for exploiting the ultimate sale through 
offers to sell and solicitation of offers to buy. On the basis of the filing the 
prospectus, within the limits of the statute and regulations, may be widely circy- 
lated and solicitation campaigns of varying intensity may be carried on. (Cer. 
tainly during that period the public has a great stake. More important, the 
registrant is using the very facilities of SEC and the mechanism of registration 
as a valuable phase in its sales promotion. Of course, in the Jones pre-1954 
amendment era, this could not have been done for until the effective date of the 
registration statement neither sales nor offers to sell could be made. 

If, as Columbia urges, the registrant has the unfettered right to withdraw 
up to the effective date, the machinery of the Commission, established by Congress 
to provide truth and honesty in securities, may become the very instrument of 
deception and fraud. Those engaged in enterprises to bilk either the stupid, 
the credulous, or the intelligent who may be overly persuaded by optimistic 
propaganda, will, in exploiting the show of legality which the filing affords, 
find no difficulty in overcoming the impediment to a final sale which withdrawal] 
brings about. Not the least of these possibilities is the subsequent dealing in 
outstanding shares with those whose interest has been excited or piqued by the 
prospectus, the disposition of the underlying assets of the proposed enterprise 
(especially if the company were to engage in mineral explorations), or the 
issuance of the same securities within the limits of Regulation A. What form 
the deceit could or might take cannot be blueprinted. It is only certain that 
the measure of its skillfulness would be in proportion to the extent to which its 
eonfectors would give it the appearance of legality. One court has remarked, 
“The business of trading in securities is one in which opportunities for dishonesty 
are of constant recurrence and ever present. It engages acute, active minds, 
trained to quick apprehension, decision, and action.” Archer v. SEC, 8 Cir., 1943, 
133 F. 2d 795, 803. This is but an elaboration of the brief, but pungent, expres- 
sion of Judge Holmes for this Court in Weiss v. United States, 5 Cir., 1941, 122 
F.. 2d 675, 681, cert. denied, 314 U.S. 687, 62 S. Ct. 300, 86 L. Ed. 550, that fraud 
is “as old as falsehood and as versable as human ingenuity.” Abbott v. United 
States, 5 Cir., 1956, 239 F. 2d 310, 314. 

The impact of the 1954 amendments is graphically demonstrated in connection 
with Regulation A, 17 CFR §§ 230.230-.262, promulgated pusuant to Section 
3(b), 15 U.S.C.A. § 77e(b) of the Act. Subject to certain requirements that 
Regulation provides an exemption from registration for offerings of securities 
not exceeding $300,000. Since the investing public is not assured the public 
disclosure from a registration, SEC by its Rule 252(c), 17 CFR § 230.252(c) 
(1958 Supp.), denies Regulation A exemption with respect to a proposed issue 
which has been, within the past five years, the subject of a Section 8 investigation 
or a stop order. 

The issuance of a stop order because of false or misleading representations 
in the registration statement makes it impossible to offer any part of the se- 
curities under the Regulation A exemption. If the power to issue the stop 
order is lacking, the result is that, threatened with stop order proceedings, the 
registrant can withdraw it and then, without compunction, offer the same 
securities under the exemption. The vice of any such action is compounded by 
the fact that in the subsequent Regulation A exemption offer, the issuer could 
exploit to its maximum the psychological misapprehension that having been 
once filed with SEC and the official record being “clean” the securities are safe 
and sound. Oklahoma-Teras Trust v. SHC, 10 Cir., 1939, 100 F. 2d 888, 892. 
That is especially true since, through delaying amendments, the registrant could 
keep the official filing alive for a long period during which time the prospectus 
could rightfully be used in promoting the offers to sell. 

Once we have determined that SEC had the power to decline the application 
for withdrawal, we are of the positive view that Columbia has not demonstrated 
any abuse of SEC’s discretion in the actual denial. The principal argument 
seems to be that as so much emphasis was placed on shareholders of present 
outstanding stock of the same class, that public interest is nonexistent since none 
of such stockholders has brought suit for the misrepresentation. But as we view 
it, the matter is more comprehensive than the possible availability of civil sanc- 
tions to outstanding stockholders. The public has a real stake, both as to this 
stock and in a larger sense. Those to whom existing stock will or might be 
offered, whether by insiders or unrelated holders, are protected by the public 
disclosure of an official declaration that, with respect to that very stock, the 
registration has subsequently failed to disclose contingent liabilities. On the 
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larger scene. the public interest is served because it stands as a deterrent to the 
filing of reg.scrations by an issuer indifferent to the accuracy or honesty of the 
statement because he knows that if caught, or nearly caught, or threatened with 
being caught, or even investigated, he can withdraw the offensive statement 
at will. Asa stop order prevents this, it will indeed promote truth in securities, 
and that is what Congress intended. 

That leaves then the claim concerning the substantive amendment of August 
15, 1956. If Columbia’s complaint was that SEC abused its discretion in not 
allowing the amendment, we would quickly state that Columbia has failed to 
demonstrate any such abuse. But Columbia does not so contend. Its brief 
reflects categorically that it “contends that the substantive amendment filed 
* * * on August 15 * * * terminated, for the purposes of the stop-order pro- 
ceedings, the legal significance of the registration statement as originally filed, 
and that after such amendment, the registration statement as originally filed 
was entitled to no further consideration in the stop-order proceedings * * * 
Under Section 8(a), the substantive amendment, once filed, constituted the only 
form of registration statement on file which the Commission lawfully could 
consider in these proceedings.” In short, it contends that the original registration 
statement has disappeared from view. 

The premise for this claim is that under Section 8(a), note 2, supra, where 
an amendment is filed before the effective date of the registration, the “state 
ment shall be deemed to have been filed when such amendment was filed.’ On 
this, the argument is made that with the filing of the amendment, the original 
filing evaporates since nothing was ‘deemed to have been filed” until the date 
of the amendment. 

We find this without any merit. Section 8(a) deals with the effective date, 
i.e., the time at which it is lawful to sell the securities. It deals wholly with 
time, and the effect in point of time of an amendment. Under the statutory 
scheme this has to be fixed with precision. It is not intended to supplant the 
general definition of Section 2(8), 15 U.S.C.A. § 77b(8), that the “term ‘registra- 
tion statement’ means the statement provided for in Section 6, and includes any 
amendment thereto and any report, document, or memorandum, filed as a part of 
such statement or incorporated therein by reference.” 

The construction sought by Columbia would leave SEC with power (as we have 
held above), but powerless to act. This would follow because on its theory 
all the registrant need do to forestall the stop order proceeding is to file a 
substantive amendment. That process would be endless for, on a stop order 
notice as to the first substantive amendment, the registrant would need file only 
a second, and so on ad infinitum. In the meantime promoters, traders, confi- 
dence men, and the assorted hangers-on of such enterprises could be using the 
amendments further to postpone the effective date to enable them to achieve the 
maximum appearance of legitimacy and legality. This would make a farce out 
of the statute. And we must reject a construction which would have that effect. 

If Columbia’s complaint under section 5(b) of the Administrative Procedure 
Act, 5 U.S.C.A. 1004(b), that adequate opportunity was not afforded to confer 
informally, is asserted independently of the contention just discussed on the 
effect. of the substantive amendment, we think that no abuse of discretion by 
SEC has been demonstrated. The notice of hearing was issued June 29. The 
hearing was set for July 10 and postponed by agreement. There is no showing 
why the request for further postponement was delayed until almost the eve of 
the adjourned hearing. Nor is there any showing to indicate that postponement 
on conference would hav been fruitful or would have obviated or simplified 
the subsequent formal hearing. The matters to be covered were specified in 
great detail and the evidence heard under it appears to have covered in like 
detail all of the dealings and transactions by Columbia, the Insurance Company, 
Hand, Eisemann and the others, upon which the stop order was based. 

We are not told whether Columbia throught that in the informal conference it 
could have persuaded the staff of SEC that the facts were other than those 
subsequently found, that such facts were irrelevant if true, or that, as it did 
in argument here, SEC had no power to make the investigation or withhold 
consent to withdrawal of the statement. On the latter Columbia had at the 
outset taken its stand on Jones as was its right. We do not think that SEC 
necessarily had to tender an informal conference to ascertain whether Columbia 
really meant this. On the contrary, we think SEC had a right to accept the 
gage with the hopes of success which it has now made good. 

Affirmed. 
CAMERON, Circuit Judge: I concur in the result. 
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Mr. Gapsspy. At this point, and perhaps somewhat out of logical 
order, I would like to consider the objection raised by the bar associa- 
tion to the proposed codification of the Commission’s present method 
of handling withdrawals of applications for registration as a broker- 
dealer under the Securities Exchange Act. Under our proposal, as 
embodied in section 13 of the H.R. 2480, an applicant for registration 
could withdraw his filing as a matter of right only if his application 
for withdrawal precedes the institution by the Commission of a pro- 
ceeding for denial. A comparable proposal as to investment advisers 
is contained in section 5 of H.R. 2482. No obpection to either of these 
proposed amendments has been made by industry representatives, 

Relying essentially on the same position that it takes in offering the 
amendment under the Securities Act, the bar association suggests that 
our proposal would somehow confer upon the Commission untram- 
meled authority to deny applications for withdrawal without regard 
to the public interest. In dealing with applications for withdrawal 
under the Exchange Act, the Commission has been fully mindful that 
the consideration of the public interest should be paramount. Per- 
haps the best answer to the position of the bar association is the manner 
in which the Commission has handled applications for registration 
under its present administrative procedure. I have already pointed 
out that this procedure would merely be codified in the proposed 
amendment. During the 3 fiscal years 1957, 1958, and 1959, 2,320 ap- 
plications for broker-dealer registration were filed ; 51 requests to with- 
draw such applications were made before the institution of any pro- 
ceeding, which requests were granted as of course. In 27 cases, dur- 
ing this 3-year period, denial proceedings were commenced and 11 
requests for withdrawal were filed after the institution of such proceed- 
ings; 8 of these requests were denied and 3 were granted. Decision as 
to whether or not to grant these requests was invariably premised upon 
conclusions as to the public interest involved. 

While to permit withdrawal in the midst of a proceeding may result 
in waste of the Government’s time and money, it is not true, as has been 
suggested, that this is the major reason for our proposal. Section 
15(b) of the Securities Exchange Act embodies a congressional de- 
termination that the public interest requires the exclusion from the 
securities industry of persons whose actions have demonstrated that 
the public may not safely trust them. To grant an absolute right of 
withdrawal when such misconduct has been detected would provide a 
means by which the congressional purpose might be frustrated and 
such disqualified persons be permitted to enter the industry at a later 
date. 

I would like to offer for the record a memorandum which discusses in 
detail this whole matter of withdrawal. 

Mr. Mack. Without objection, it will be included at this point in the 
record. 

(The information referred to follows :) 


MEMORANDUM OF SECURITIES AND EXCHANGE COMMISSION ON WITHDRAWAL OF 
REGISTRATION STATEMENTS AND APPLICATIONS FOR REGISTRATION 


The Commission’s recommendation for amendment of section 15(b) of the 
Securities Exchange Act of 1934 and section 203(g) of the Investment Ad- 
visers Act of 1940, embodied in section 13 of H.R. 2480 and section 5 of H.R. 2482, 
respectively, contain proposals which provide that an application for registra- 
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tion under those acts may be withdrawn only with the consent of the Com- 
mission if the request to withdraw such appli ration is received by the 
Commission after it has commenced a proceeding to deny registration. The 
only opposition to these proposals has come from the American Bar Association. 
In addition, the American Bar Association has volunteered an amendment to 
section 6(c) of the Securities Act of 1933, to proscribe the Commission’s author- 
ity to deny applications for withdrawal of registration statements under that 


statute.” 
I. Proposal to amend section 6(c) of the Securities Act of 1933 


The amendment proposed by the American Bar Associatiou would, if adopted, 
interfere unduly with stop-order procedures now availabale to the Commission 
and in effect would, at least in part, negate or repeal judicial precedent in this 
area. Although premising its proposal on Jones v. S.E.C., 298 U.S. 1, the bar 
association proposal, as more fully discussed below, even goes beyond the re- 
strictive holding of that case. 

First, it should be emphasized that the Commission in acting upon applications 
for withdrawal is governed exclusively by “the public interest and protection 
of investors,” * and the Commission has permitted withdrawal of statements 
after the institution of stop-order proceedings where consistent with the public 
interest. Essentially, the bar association quarrels with the Commission’s view, 
which has been judicially sustained, of what action is necessary in the public 
interest and urges that a more restrictive approach be embodied in the statute. 

Next, it should be observed that in considering the Jones case, the courts have 
consistently found a reason not to follow it. Indeed, the “Supreme Court it- 
self has cast great doubts on the continued vitality of the case.”* In United 
States v. Morton Salt Co., 338 U.S. 632, 642 (1950) the Sureme Court observed : 
“More recent views have been more tolerant of the [administrative process] 
than those which underlay many older decisions. Compare Jones v. S.E.C., 298 
U.S. 1 with U.S. v. Morgan, 307 U.S. 183, 191.” See also Oklahoma Press Pub. 
Co. v. Walling, 327 U.S. 186, 203-204; Columbia General Inv. Corp., v. 8.E.C., 
265 F. 2d 559, 562 (C.A. 5, 1959) ; Lansky v. Savoretti, 220 F. 2d 906, 909 (C.A. 
5, 1955) ; Bowles v. Misle, 64 F. Supp. 835, 841 (D. Nebr., 1946). 

The proposal of the bar association to grant an absolute right to withdraw 
a registration statement before it has become effective so long as the with- 
drawal application precedes the institution of a stop-order proceeding under 
section 8 of the act and no securities have been sold under the registration 
statement, would produce a more restrictive result than contemplated by the 
Jones case and would specifically overrule the recent decision of the Court of 
Appeals for the Fifth Circuit in Columbia General Inv. Corp. vy. S.E.C., supra. 





1The two resolutions adopted by the American Bar Association (Tr., p. 207 ff.) insofar 
ag they deal with the Securities Act of 1933, relate not to the bills now before this sub- 
committee but to bills introduced in the 85th Cong. These bills (S. 2544 and H.R. 9326) 
embodied an amendment to sec. 6(c) of the Securities Act of 1933 to provide to a registrant 
a right to withdraw a registration statement in all cases except where a proceeding or 
examination initiated by the Commission under sec. 8 of the act was then pending, or was 
commenced within 15 days after the application for withdrawal was filed, or where the 
registration statement was already subject to an order of the Commission under sec. 8 of 
the act. The purpose of that limitation was to prevent unscrupulous persons from filing 
a false or misleading statement with the Commission, and then withdrawing it when the 
Commission instituted or deemed it necessary to institute proceedings under sec. 8 to dis- 
close the false and misleading character of the statement and to ascertain the true facts. 
It was also proposed to prohibit withdrawal of an effective registration statement where 
part or all of the securities had been sold, in order to safeguard the rights of investors 
who had purchased such securities. Since the introduction of the bills in the 85th Cong., 
there has been additional judicial consideration of the subject of withdrawal and in the 
Commission’s view, the judicially approved standards for denial of application for with- 
re are satisfactory so that it is not necessary to seek statutory amendment in this 
area. 


* Rule 477, which the Commission has adopted pursuant to the Securities Act, provides 
in pertinent part: 

Any registration statement or any amendment or exhibit thereto may be withdrawn 
upon application if the Commission, finding such withdrawal consistent with the public 
interest and the protection of investors, consents thereto.” 

* Columbia General Inv. Corp. v. S.E.C., 265 F. 2d 559 (C.A. 5, 1959) ; Resources Corpo- 
ration International v. Securities and Exchange Commission, 103 F. 24 929 (C.A.D.C. 
1939) ; Oklahoma-Tezas Trust vy. Securities and Exchange Commission, 100 F. 2d 888 (C.A. 
10, 1939) ; Securities and Exchange Commission v. Hoover, 25 F. Supp. 484 (N.D. I11.,1938). 

* Columbia General Inv. Corp. v. 8.E.C., supra, 265 F. 2d at 562. 
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The Jones case implicity recognized that where there are investors, existing 
or potential, to be affected there is no absolute right to withdraw. Yet, under 
the bar association’s proposal the impact on investors would be ignored if the 
application to withdraw were filed before a stop-order proceeding were insti- 
tuted. This sequence of events was precisely before the court in the Columbia 
General case, and it was unsuccessfully argued, among other things, that since 
the registrant had acted before the Commission had, the Commission was with. 
out authority to conduct the stop-order proceeding. The bar association pro- 
posal would incorporate into the statute the position rejected by the Court of 
Appeals for the Fifth Circuit, and would make the conduct of a stop-order pro. 
ceeding dependent upon a “race” between the registrant and the Commission, 
with the interest of investors ignored.° The purpose of a stop-order is not only 
to suspend a license but it also “operates as a warning to the investing public 
that the Commission has found that the statement is untrue or misleading and 
therefore, unreliable.” Oklahoma-Tezas Trust v. S.E.C., 100 F. 2d 589, 591 (C.A. 
10, 1959). 

The public interest considerations which have governed the Commission’s 
action, and the need for rejecting the restraints which the bar association 
would impose upon the Commission, are fully stated by the court in the 
Columbia General decision, a copy of which has been offered for the record, 

It must be emphasized that the very purpose of the registration process is to 
provide wide dissemination of the information contained in the registration state 
ment. “Section 8(a) of the Securities Act provides a waiting period during which 
dissemination of the information is to be accomplished, and section 6(d) of the 
act requires that the information be made available to the public. Indeed, the 
registration statement becomes a public document immediately upon filing and 
remains public. Even after the statement has been withdrawn it remains in the 
public files of the Commission, except that the fact of its withdrawal is noted. 

In a variety of ways, the information in the registration statement may be dis- 
seminated to the public. The statement is available for public inspection, copies 
may be secured from the Commission, news stories frequently summarize the con- 
tents of registration statements as they are filed and financial reporting services 
publish the information disclosed in the registration statement. The registrant 
may distribute the prospectus which is a part of the statement and may even offer 
the security or solicit offers to buy. 

To recapitulate, the bar association proposal would permit withdrawal as of 
right, at any time prior to the institution of a proceeding by the Commission, 
whether or not there was a public and investor interest in securities of the issuer 
and whether or not the information contained in the registratiop statement had 
in fact been broadly disseminated. The Commission cannot accede to such a 
proposal because it is contrary to a cardinal objective of the Securities Act to 
prevent public dissemination of misleading and fraudulent information which 
may become the basis for securities transactions by the investing public and 
would tend to make more difficult rather than to facilitate the Commission's 
efforts to combat the filing of false and misleading registration statements. As 
the court pointed out in the Columbia General case, 265 F. 2d at 564-565: 

“* * * On the larger scene, the public interest is served because it (i.e., the 
Commission’s Findings and Opinion in the stop-order proceeding) stands as a 
deterrent to the filing of registrations by an issuer indifferent to the accuracy or 
honesty of the statement because he knows that if caught, or nearly caught, or 
threatened with being caught, or even investigated, he can withdraw the offensive 
statement at will. As a stop order prevents this, it will indeed promote truth in 
securities, and that is what Congress intended.” 





®The bar association’s draft amendment and the accompanying explanatory statement 
(p. 7) state specifically that absent a sale under the registration statement itself, the 
registrant would have an unqualified right to withdraw if no proceeding has been instituted. 
This is to be contrasted with the statement during the Senate hearings of Mr. Nelson, who 
testified on behalf of the bar association, that there would be a public interest in denyin 
a withdrawal application and conducting a stop-order proceeding if the registrant ha 
outstanding securities of the same class as covered by the registration statement (Senate 
hearings, Tr. 224). Even this view takes a narrower pen of the public interest than 
has been recognized by the courts. See Fischman v. Raytheon Mfg. Co., 188 F. 2d 783 
(C.A. 2, 1951). It is also to be noted that Mr. Nelson “appreciate[d] [that] there is room 
for a difference of view as to whether or not offering activity would constitute prejudice” 
(Tr. p. 45), But under the association’s pevpomsl where the stop-order proceeding had 
not been instituted even though the securities had been offered, the registrant would have 
an absolute right to withdraw. 
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The bar association proposal further provides that, after the initiation of a 
proceeding by the Commission for the purpose of achieving correction of the de- 
fective registration statement, the registrant would have the right to withdraw 
the registration statement unless the Commission determined that such with- 
drawal would be contrary to the public interest and the protection of the investors 
and issued an order prohibiting withdrawal, containing or accompanied by find- 
ings in support of such determination, within 15 days after the application for 
withdrawal is filed. The order denying withdrawal would be deemed a final 
order and appealable (statement, pp. 6, 8). 

Apart from our disagreement with the merits of the bar association proposal, 
the proposal would present practical difficulties. Insofar as it is intended to re- 
quire that the Commission order and determination be based upon a record, it is 
difficult to see how the Commission could effectively, and within 15 days after 
the application for withdrawal is filed, conduct a hearing surrounded by the safe- 
guards of administrative due process. Furthermore, should action upon applica- 
tions for withdrawal require all the procedures necessary to hearings upon a 
record, briefs and argument before a hearing officer and the Commission, and 
before courts of appeal, this could have the unfortunate effect of delaying the 
Commission in carrying out its responsibility to reveal and seek prompt correc- 
tion of misleading registration statements. 

The proposal that an order denying withdrawal be immediately appealable 
would overrule judicial precedent and the approach that the judiciary has 
taken with respect to review of interlocutory agency orders. In the classic 
case of Myers v. Bethlehem Corp. (303 U.S. 41, 50), the Supreme Court declared : 
«* * * no one is entitled to judicial relief for a supposed or threatened injury 
until the prescribed administrative remedy has been exhausted.” This prin- 
ciple was characterized by the Court as ‘a long settled rule of judicial admin- 
istration.” Consistent with this long settled rule the courts have held that an 
order denying withdrawal is an interlocutory order not subject to judicial 
review. Jones v. S.E.C. (79 F. 2d 617, 619 (C.A. 2, 1935), cert. denied 297 U.S. 
705); Resources Corporation International vy. S.B.C. (97 F. 2d 788, 789-790 
(C.A. 7, 1938) ). 


II. Proposal with respect to withdrawal of application for registration as 
broker dealer °* 


The statute does not now provide the conditions under which an application 
for registration as a broker-dealer may be withdrawn. Section 13 of H.R. 248@ 
would codify the existing administrative practice by providing that an applica- 
tion for registration may be withdrawn only with the consent of the Commission 
if the request for withdrawal is received after the Commission has instituted 
a proceeding to deny registration. 

As a substitute for the Commission’s recommendations, the bar association 
has submitted a proposal which would grant the applicant an absolute right 
to withdraw unless the Commission determined that such withdrawal would 
be contrary to the public interest and the protection of investors and issued an 
order.denying withdrawal, containing or accompanied by findings in support 
of such determination. The substance of this concept is followed in the present 
practice of the Commission, which is to grant requests to withdraw applications 
unless it believes that under the facts of the particular case such action would 
be contrary to the public interest. We have pointed out above certain of the 
difficulties which are created by the manner in which the proposal is framed. 

The proposal of the bar association, and particularly the testimony of its 
representative” during the Senate hearings seems to be based on the idea that 
there is rarely, if ever, any public interest in the activities of an applicant for 
registration prior to the time when he becomes registered, and that consequently 
going forward with the proceeding to deny registration where the applicant 
has requested withdrawal would in almost every case be merely a waste of 
time and effort and a harassment of the applicant. The Commission agrees that 
in some cases this may be so and, as pointed out hereafter, it has granted a num- 
ber of requests for withdrawal filed under such circumstances. 





‘There is no need to discuss the proposal to amend the Investment Advisers Act in this 
area, since the reasons for this proposal are substantially identical to those under the 
Securities Exchange Act. 

7 Senate hearings, tr., pp. 220, 224-225. 
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To assume, however, that this would be desirable in every case misconceiyes 
both the practical requirements of the public interest and the nature of the 
scheme of broker-dealer regulation and registration embodied in the Securities 
Exchange Act. Section 15(b) of the act contains a number of grounds upon 
which registration may be denied, of which perhaps the most significant ig 
determination that the registrant or applicant, or any partner, ofticer, director, 
branch manager, or any other person, controlling or controlled by the applicant, 
has willfully violated the Securities Act or the Securities Exchange Act. 

The purpose of this statutory provision is to provide for exclusion from the 
securities business of those persons who by their violations of law have dem- 
onstrated their unfitness to engage in that business. The statute recognizes 
that no scheme of broker-dealer registration can be effective unless the sane 
tions and disqualifications reach not only business entities such as partenerships 
and corporations, which can be formed or dissolved at will, but reach also the 
individuals who own and operate such entities. In many cases there will be a 
substantial public interest in proceeding with the determination of these ques. 
tions once they are raised. The considerations referred to above in connection 
with the proposal for amendment of the Securities Act of 1933 are applicable 
here. Public investors may well be concerned with the prior unlawful activities 
of the applicant, and may have the same interest in having the facts with re 
gard to such activities brought to light as they would have in having the false 
and misleading character of a registration statement brought to light. Ip 
addition there is a public interest in not frustrating the purpose and object 
of the statute. If the applicant is allowed to withdraw with the intention of 
applying again at a time more convenient to him, it may be that it will be 
impossible to develop the case at this later date and thus he will gain entrance 
to the securities business although he is in fact disqualified under the congres- 
sional standards. The representative of the bar association appears to regard 
this consideration as unimportant. We do not believe it unimportant, since we 
do not regard compliance with the mandate of the statute as unimportant. 

These considerations are emphasized by the requirements of section 15A 
(b) (4) of the Securities Exchange Act of 19384. That subsection deals with the 
eligibility of individuals to be members or employees of members of a registered 
national securities association—in practice the National Association of Secu- 
rities Dealers, Inc.—which includes among its membership the overwhelming 
majority of over-the-counter brokers and dealers. A person is ineligible if, by 
his conduct, he was a cause of an order of the Commission denying registration 
as a broker-dealer. If a denial proceeding is commenced, based upon the con- 
tention that someone connected with the applicant has willfywlly violated the 
Federal securities laws, there will also be presented the issue of whether that 
person is to be found to be a cause of any order of denial which may be entered. 
That issue can be adjudicated only in the denial proceeding. 

The short answer to the bar association’s assertions that the Commission is 
seeking “absolute authority” under its proposal is to consider the manner in 
which the Commission has handled applications for withdrawal under its pres- 
ent administrative procedure, which the bill would codify. 

During the fiscal years 1957, 1958, and 1959, 2,320 applications for registra- 
tion were filed. Requests for withdrawal prior to the institution of any pro- 
ceeding numbered 51, and the requests were granted without objection. In 27 
eases denial proceedings were commenced during the 3-year period, and 11 
requests for withdrawal were filed after the institution of the proceedings. 
Eight were denied and three were granted. This was not an exercise of absolute 
authority to deny. The Commission’s conclusions were premised on the appro- 
priate action necessary in the public interest. 

The inapplicability of the Jones case to the type of situation here involved 
and the importance of making the findings in the denial proceedings were 
cogently stated in Neustein vy. Mitchell (52 F. Supp. 531, 532 (D.C., S.D.N-Y., 
1943) ), where an analogous situation was considered. In that case an adminis 
trative action was brought to remove an employee for alleged violations of the 
Hatch Act, and the Court held that the resignation of the employee after institu- 
tion of the proceeding, but before the hearing, did not deprive the Civil Service 
Commission of jurisdiction to adjudicate the allegations. The Court stated, 
inter alia: 

“* * * Tt is clear, also, that the Commission’s function did not end with a 
determination that the petitioner had violated the statute, for under section 
i2(b) a removed employee could not be reemployed within 18 months of the 
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Commission’s determination. The proceeding before the Commission was in 
no sense a mere adjudication of private rights; it had a broader purpose in the 
enforcement of the Hatch Act in the public interest. Jones v. Securities and 
Eachange Commission (928 U.S. 1, 56 8. Ct. 654, 80 L. Ed. 1015), is plainly 
distinguishable.” 


Mr. Gapspy. The lone dissenter to our proposals for amendment of 
the Trust Indenture Act of 1939 is also the American Bar Association. 
It objects to the proposed amendment of section 305(b) of the Trust 
Indenture Act as embodied in section 3 of H.R. 5002. As more fully 
pointed out in the memorandum which I now offer for the record, this 
amendment is merely intended to conform the administrative pro- 
cedures under the Trust Indenture Act to those relating to stop orders 
under section 8(d) of the Securities Act. 

May that be included in the record at this point, Mr. Chairman, 


Mr. Mack. Without objection, it will be included at this point in 
the record. 
(The information referred to follows:) 


MEMORANDUM OF THE SECURITIES AND EXCHANGE COMMISSION ON AMENDMENT 
PROPOSED IN SECTION 3 OF H.R. 5002 


The American Bar Association objects to the proposed amendment to section 
305(b) of the Trust Indenture Act of 1939, contained in section 3 of H.R. 5002. 
It seems to have lost sight of the fact that this amendment in general would 
merely conform the operative administrative procedures under the Trust Inden- 
ture Act to those contained in the Securities Act of 1933. 

Section 305(b) of the act as presently in effect permits the Commission to 
test the conformance of the indenture with the requirements of the act and the 
eligibility and qualification of the trustee under the standards of the act in a 
proceeding equivalent to section 8(b) of the Securities Act of 1933. Because 
of the time limits imposed within which an action must be commenced under 
section 8(b) * and in view of the opinion of the Supreme Court in Jones v. 8.E.C., 
298 U.S. 1 (1936), which recognizes the right of the Commission to institute 
a proceeding before the effective date of a registration statement under section 
8(d) of the Securities Act, section 8(b) has not been utilized for many years 
as an administrative remedy under the Securities Act, the Commission relying 
upon its jurisdiction under section 8(d) to institute stop-order proceedings. 

The bar association in essence would restrict the Commission to the un- 
workable section 8(b) procedures. The Trust Indenture Act does not now con- 
tain provisions comparable to section 8(d) of the Securities Act to test the 
adequacy of the indenture or the eligibility and qualification of the trustee. 
This therefore leaves the Trust Indenture Act without an effective adminis- 
trative remedy after the first 10 days have expired from the date of filing 
with respect to the major areas in which the Commission must function under 
that act. In substance, once this first 10 days has elapsed (or 10 days after any 
amendment which may be filed) the Commission may in effect do no more than 
suggest certain changes with respect to the indenture or the qualification of the 
trustee. The proposed amendment would authorize the Commission to institute 
the administrative proceeding any time before the effective date of the ap- 
plication for qualification of the indenture. It should be noted that a clarifying 
modification was suggested by the Commission at the hearing on June 3, 1959. 

The amendment in the form now proposed by the Commission conforms the 
proposal generally in section 8(d) of the Securities Act with the exception that 
under the Securities Act a stop-order proceeding may be instituted both before 
or after the effective date of the registration statement. In this way the treat- 
ment under the Trust Indenture Act will be substantially equivalent to that 
provided under the Securities Act. 

The changes embodied in the amendment are completely reasonable and 
necessary if the Commission is to have an effectual administrative remedy in 
this area. 


_——— 


1 Sec. 8(b) requires the issuance of the notice of hearing within 10 days after the filing 
o registration statement and that the hearing be set for a time within 10 days 
after notice. 
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Mr. Gapspy. As I have already stated, H.R. 2482, which contains 
our proposed amendments to the Investment Advisers Act, has re. 
ceived the unanimous endorsement of the industry representatives who 
have testified. 

Mr. Frederick A. Stahl of Standard & Poor’s Corp., has suggested 
two amendments to H.R. 2482. One would modify the present defini- 
tion of the term “control” contained in section 202(c) of the act, 
The second would add a new provision, section 211(c), which would 
in substance grant the Commission an exemptive authority when con- 
sistent with the standards of investor protection set forth in the 
statute. Mr. Harold S. Cherry of the Investment Counsel Associa- 
tion has offered a third amendment which would modify the condi- 
tions under which an investment adviser may call himself an 
investment counsel. As I understand it, all industry representatives 
support the first two of these amendments. The third amendment is 
supported by everyone except Loomis, Sayles & Co. The latter con- 
cern proposes a modification of the third amendment which would 
in effect negate its very purpose in that it would not permit Standard 
& Poor’s Corp., Moody’s Investors Service, and similar investment 
advisers, a substantial part of whose business consists of rendering 
investment supervisory services, to use the designation “investment 
counsel.” 

The Commission has no objection to the two noncontroversial 
amendments, nor to the amendment proposed by the Investment 
Counsel Association, insofar as concerns the administration of the 
statute and the enforcement of its policy. However, the amendment 
adding a new discretionary exemptive provision would impose an 
additional workload on the Commission and our staff and, as a con- 
sequence, would entail some budgetary consideration. 

Mr. Mack. Which amendment is that? Is that the one offered by 
Mr. Cherry ? 

Mr. Gapspy. Yes. It authorizes certain exemptions. 

Mr. Mack. No, it doesn’t appear to be the one offered by Mr. 
Cherry. 

Mr. Gapssy. Excuse me. It is the second amendment offered by 
Mr. Stahl, the amendment to section 211(c). 

Mr. Mack. In other words, his first amendment was not contro- 
versial ? 

Mr. Gapssy. No. The second amendment is also not controversial, 
my only observation being that it would entail some budgetary con- 
sideration on our part. The third amendment is not controversial 
except insofar as Loomis, Sayles has objected to it. 

Mr. Mack. Mr. Dollinger would like to ask a question. 

Mr. Dotutncer. In line with this statement and testimony, the Com- 
mission makes no recommendation as to qualifications that would be 
necessary before a person can call himself investment counsel or 
adviser ? 

Mr. Gapspy. That is true. We have no present power to impose 
qualifications and no such powers are contained in our recommenda- 
tions. 

Mr. Dotiincer. Do you not think that it would be more important 
for the public at least to know that the person who labels himself 
as an adviser or counselor has the qualifications and they can rely 
upon him? 
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Mr. Gapssy. That really is a question of congressional policy. We 
have certain underlying prohibitions in the case of brokers and deal- 
ers and in the case of investment advisers. 

In other words, certain people who have been guilty of certain con- 
duct in the past are by statute prohibited from engaging in those in- 
dustries. 

Mr. Dotircer. In other words, if he has had a good record for 
10 years and has not been in jail in the last 10 years, if he files a 
statement he can go into the business? 

Mr. Gapssy. That is right. I question whether it is sound public 

olicy for Congress to set us up as an examination board on the quali- 
Reations of persons wishing to enter the industry. 

Mr. Dotiincer. I do not know, but I think by the same token if the 
person has the right to call himself an adviser or counselor, the public 
at large must be of the opinion that this person meets the qualifica- 
tions of the SEC but, of course, when they get hurt sometimes they 
come yelling to us and we can’t do anything about it. 

Mr. Gapspy. It would be an extremely difficult statute to admin- 
ister. It would put us in the role of a bar examiner, for example. 

Mr. Dotiincer. I appreciate that. I only raised the point because 
during the testimony I think objections were raised that Standard & 
Poor’s and the others who did a lot of that work could not call them- 
selves counselor or adviser, notwithstanding the fact that they were 
qualified and had the ability to do the job. 

Mr. Gapssy. I would hesitate a great deal to say that one person is 
qualified to be an investment adviser and another not in the absence 
of any educational prerequisite. 

Mr. Dotiincer. Do you not think then maybe in order to apprise 
the public of a person who uses the title we should say that a person is 
not considered qualified or he had to meet no requirements to qualify, 
to put the public on notice that they are dealing with a person who 
might have no background ? 

Mr. Gapssy. That is the effect of the statute. Just how we would 
put the public on notice, I don’t know. 

Mr. Dotutncer. The public might think we approve when we do 
not know about it ? 

Mr. Gapssy. When any inquiry is made of us, that is the answer 
that we give to them, of course. 

Mr. Hempuity. It seems to me along that line that the investment 
industry itself would welcome such a set of standards. 

Mr. Gapssy. I doubt it very much. 

Mr. Hempuiiy. I am certain that they do have the public interest 
at heart to some extent, and of course, as we set the standards, the 
purpose of our questioning people experienced like you and in the 
position of power which you presently enjoy would be to get your 
experience on it, because the public is coming to us and saying, “Well, 
why are you so loose when you claim to be so strict in the administra- 
tion of the Securities and Exchange Commission ?” 

We have to tell them that we have no recommendations from the 
Commission as how to strengthen the Commission’s administrative 


control, if you want to call it that, or police power, or supervision. 
That is our problem. 


48168—60——_25 
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If you people cannot give us some advice, sensing, as you do, that 
we have this problem in our minds and hope to have some avenue of 
improvement, then where are we going to get it? — 

Mr. Gapssy. The field of investment counsel is relatively new and 
developing quite rapidly within a very recent period. The industry 
itself is not unified in its concept of what constitutes qualification for 
such a position. Some States are experimenting with qualification 
statutes of that nature. gba 

It seems to me that it would be highly premature at this time to 
introduce a qualification statute into the investment Advisers Act 
on the Federal level. I don’t think there is any unanimity of opinion 
within the industry itself as to what would qualify a man to do it, 
There is no educational requirement, of course, as there is in the case 
of a bar association or a medical association, and I think it would be 
extremely difficult to make such a delineation outside of that which 
we have at the present time, that is, a clean record in the past. 

Mr. Hempuityi. Will not the question always be premature if we 
wait for unanimity among the people in the industry ? ' 

Mr. Gapspy. No, because you can get substantial unanimity of opin- 
ion, for example, as to the qualifications of a registered representative 
through the NASD. They have certain qualifications which they 
established. 

I might say that I doubt very much that any statute would prevent 
the public from assuming that there was approval of the SEC implied 
by registration. ; 

Mr. Hempuity. The legal profession and the medical profession are 
clear examples of how it can work. There is no question in anybody's 
mind about that. 

Mr. Gapssy. However, the legal profession and the medical pro- 
fession both have substantial unanimity as to the professional quali- 
fications, that is, certainly anyone, even a layman, would admit that 
no one should be allowed to practice medicine who has no medical 
education. 

On the other hand, I myself question whether there is any educa- 
tional standard which would be a prerequisite to the profession of 
investment counsel. 

Mr. Hemruitt. I do not want to belabor the point, but at least we 
have put the Government in a great many fields. We regulate real 
estate brokers in some States, insurance brokers in others, and we found 
it necessary to protect the public. 

On us rests a terrific responsibility to protect the public. We are 
just not administering some law that Congress writes. We have the 
public’s interest at heart and that means not only the investing public, 
but the advising public, and it is a terrific responsibility, especially 
when you read about these deals which some fellow manipulates, or 
whatever he does. I donot play the stock market. Being a politician, 
I do not have enough money, of course. 

Mr. Gapssy. Few of us do. 

Mr. Hempuiy. You see where some fellow gets control and he feeds 
on people like widows and people like that lose their money and then 
they say, “You set up the Securities and Exchange Commission. Why 
don’t you do something about it ?” 
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We have to say we cannot do anything about it under present law 
That is when our responsibility comes in. I think that is your think- 


ing. 

Nir. DoLLiInGER. Yes. 

Mr. Hempuiu. He and I have discussed this because we are just 
wondering if you people who are on the Commission would give us 
some leadership in it, whether or not there is some potential in the 
protection of the public. 

Mr. Gapssy. So far as I know, Mr. Congressman, such a statute 
would establish a new field of Federal regulation. I know or no 
Federal law which makes any qualifications as to any professional 
standard or any standard of prerequisites for doing a certain job or 
entering a certain profession. It would be a completely new de- 
parture in the national policy. _ 

Mr. Hempniti. Over here in the Supreme Court of the United 
States you have to be a lawyer and certified. 

Mr. Gapvssy. That is entirely different. 

Mr. Hempuiy. Down at the various regulatory commissions, to 
get admitted, it has been my experience in the past, you have to file all 
sorts of things. 

Mr. Gapspy. That is right. That is not statutory, Congressman. 

Mr. Hempuiti. You say it is not a regulatory province of your 
present office. ) 

If you cannot do it by regulation, then why can we not do it by 
legislation? It is somebody’s responsibility. It is either yours or 
ours. 

Mr. Gapspy. We have no authority under present statute to make 
any such regulations. I think it would be completely beyond our 

wer. 

If Congress wishes to adopt a policy of that sort in Federal regula- 
tion of industry, we will of course administer it. 

Mr. Hempnuiiy. Of course, what we wanted you to say was, “We 
will try to protect the public if you will give us that power.” 

Mr. Gapssy. If Congress wished to adopt a policy of that nature, 
we shall of course administer it to the best of our ability as we do 
under any other laws that are under our jurisdiction. 

Mr. Hempuiti. Thank you, sir. 

Mr. Gapspy. I think it is essentially a matter for congressional 
policy, not for us to recommend. 

Mr. Hempuity. Thank you, Mr. Chairman. 

Thank you, sir. 

Mr. Mack. I might ask, since we are right on the point, the Invest- 
ment Counsel Association, in testifying before the committee, indi- 
cated that they were interested in having this amendment so that 
Standard & Poor’s and Moody’s could call themselves investment 
counselors. 

At a later point Moody’s testified, and I think Standard & Poor’s 
as well, that these people, 50 concerns in the investment counsel field, 
were discriminating against them and had an unfair advantage over 
the two larger firms. 

Mr. Gapssy. They might have under the amendment as it was 
phrased originally, and they are under the present law. 
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Mr. Mack. I was concerned when the Investment Counsel Aggo. 
ciation testified that they had this advantage over the larger concerns, 
It seemed unusual to me that the Investment Counsel Association 
would be in here making the recommendations for a change. 

I was wondering if the reason for their support of the amendment 
would be any other than they would have an opportunity to gain two 
more members in their organization. 

Mr. Gapssy. Of course, I am not exactly qualified to dissect the 
motives of the Investment Counsel Association, but I think their intent 
was to do away with this controversy between these two very large 
concerns and the rest of the industry in order to expedite the passage 
of this particular act. 

Mr. Mack. There is no question that the controversy exists, is there! 

Mr. Gapssy. No, it did exist. There is no doubt about it. Both 
Moody’s and Standard & Poor’s are of course nationally recognized 
institutions, very large organizations, and they are perfectly qualified 
todothis work. There is no doubt about that. 

Mr. Mack. You are making certain recommendations in regard to 
that, I guess, this morning. 

Mr. Gapssy. We are not recommending these amendments which 
the association has put before you. We are simply taking the posi- 
tion that we have no objection to them. 

Finally, let me turn to the objections to the proposals for amend- 
ment of the Investment Company Act contained in H.R. 2481. 

Mr. Charles F. Eaton on behalf of the National Association of In- 
vestment Companies has objected to sections 12 and 16 of this bill, 
which would compel a registered investment company to recite in its 
statement of policy the nature of its investment objectives and invest- 
ment characteristics, and would preclude any change in such policies 
without the consent of a majority of the outstanding shares. Mr. 
Eaton has not contended that it would be undesirable for stockholders 
to approve changes in fundamental investment policy, and he frankly 
concedes that the freedom of management to change investment policy 
may be abused. He merely repeats the general assertions he advanced 
before the Senate subcommittee, that flexibility of management might 
be impaired by our proposal and that we would be fixing the invest- 
ment policies of investment companies. 

He admits that we have at least partially met his objection by our 
reply statement during the Senate hearings that management, and 
not our agency, would continue to determine the area of investment 
policy, and that, within the area so defined, management would have 
complete “flexibility.” 

I can only repeat that our proposal would merely require a vote 
of the stockholders before management alters its chosen and stated 
investment policy. 

If management desires to be completely unrestricted as to the type 
of securities in which it may invest, and so represents as a matter of 
policy, it would have complete freedom of action and would be w- 
affected by the amendment. 

The public is being offered shares in many different kinds of invest- 
ment companies which vary widely in their investment objectives and 
characteristics. Having put up his money on the basis of such repre- 


sentations, the stockholder should not find himself, as the result of | 
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exercise of unlimited discretion of management, holding shares in an 
entirely different kind of fund, which may be one completely unsuited 
to his particular needs and one which he did not bargain for, It is 
no answer to say that if the security holder is dissatisfied with the 
change in policy, he may redeem his securities. He will have paid 
a substantial sales charge to obtain the kind of investment which he 
chose. Before he is compelled to forfeit this admission fee, he should 
be given an opportunity to make his voice heard. 

I now offer for the record a copy of a memorandum which we filed 
as part of our reply during the Senate hearings as appropriately modi- 
fied which discusses this matter in detail. 

Mr. Mack. Without objection, it may be included at this point in 
the record. 

(The information referred to follows:) 


MEMORANDUM OF THE SECURITIES AND EXCHANGE COMMISSION ON AMENDMENTS 
PROPOSED IN SECTIONS 12, 13, AND 16 or H.R. 2481, RELATING TO THE INVEST- 
MENT CoMPANY AcT oF 1940 


The National Association of Investment Companies (NAIC)? has opposed 
two changes to the Investment Company Act of 1940 proposed in H.R. 2481; 
namely, (1) amendments embodied in sections 12 and 16 which would require 
investment policies not to be changed without approval of shareholders, and 
(2) an amendment proposed in section 13 which would strengthen the require- 
ment of a minimum number of independent directors on the boards of invest- 
ment companies. This memorandum will endeavor to answer the comments 
made in opposition to the proposals, without repeating the justification set 
forth in the sectional analyses of the bill, which has been included in the record. 

1. Recommendations relating to recitals of investment policy and adherence 
to such policy unless authorized by a majority vote of stockholders. 

(a) The NAIC does not actually express disagreement with the purpose of 
the Commission’s recommendation. Although desirous of retaining complete 
freedom of action, they have not said that stockholders should not have the 
opportunity to voice their opinion regarding a change in fundamental policy. 
Instead they have extolled the benefit of “flexibility,” mistakenly assuming 
that the proposed amendment would prevent any desired flexibility which is 
adequately represented; and they have expressed fears as to how the pro- 
vision would be administered by the SEC. In this respect, they have appar- 
ently misconceived the nature of the proposal, despite the many conferences 
between the staff of the SEC and industry representatives and despite the 
adoption of specific language in the proposed amendment by the SEC suggested 
by industry. 

Within the area of investment policy chosen by investment company man- 
agement, not by the SEC, there would be complete flexibility. If the invest- 
ment company desires to be completely unrestricted as to the type of securities 
in which it intends to invest, and so represents, it would have complete flexi- 
bility. It would never have to get a vote of stockholders unless it changes this 
policy. On the other hand, if it is a “common stock” fund and it so represents, 
there is no reason why it should not get the consent of shareholders if it 
believes that preferred stocks or bonds should be the new vehicle for invest- 
ments. The terms “balanced fund,’ “growth fund,” “income fund,” and the 
like are words which have taken on definite meaning in the financial world. 
The NAIC has not made it clear why these objectives should be subject to 
change without a vote of the shareholders who relied upon them when 
purchasing their shares. 

The NAIC points out that investment companies differ in their purposes, and 
of course, the public is offered many different kinds of investment companies. 
There is no denial that investment companies vary widely in their investment 





1The National Association of Investment Companies represent 180 registered invest- 
ment companies holding over $15 billion of assets. There are 511 investment companies 


coeered under the Investment Company Act. Total assets are estimated at over $18 
on, 
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objectives and characteristics. Some are conservative; some more speculative, 
These investment policies are emphasized in prospectuses, in sales literature, ip 
advertisements. The position of the SEC is simply that the public invests op 
the basis of these representations and in fairness these policies ought not to be 
changed without shareholders getting a chance to express their approval or 
disapproval. 

Typical investment company advertisements illustrating emphasis on various 
investment policies are shown in appendix A. Typical recitals of investment 
policy, disclosed in prospectuses, are set forth in appendix B. 

(b) The SEC has never taken the position that investment objectives must be 
stated with mathematical precision (NAIC Memo 10) and the proposed amend. 
ment would clearly not require such precision. The functions of the SKQ, 
whether from the disclosure standpoint as at present or from the standpoint of 
regulation under the proposed amendment, would continue to be the same. Ag 
it endeavors to do now, the SEC would try to assure definitive, consistent, and 
meaningful statements and to avoid misleading, incomplete, or inadequate state. 
ments. It would, as it does now, attempt to eliminate “doubletalk,” to use the 
vernacular. But it would not “interfere with” or “oversee” the discretion of 
management within the limits established by management. 

(c) The NAIC raises the question as to the possibility of differences of opinion 
between the SEC and the company as to when a vote of shareholders would 
be required. Apparently there is no objection to the principle of the proposed 
amendment (none having been expressed) but there are apparently fears as to 
the borderline cases and as to the decision of the SEC staff members in such 
cases. Naturally, differences of opinion may occur but the company is fully 
protected against adverse views of the staff by taking the matter up with the 
Commission which is always available for such purposes. This complaint comes 
with poor grace when considered against a background of over 18 years of ad- 
ministrative regulation in this area of fundamental investment policy without 
a single court dispute by company, Commission, or shareholder. During this 
period, as the NAIC notes (NAIC Memo 8), public confidence has been established 
in the industry and the assets entrusted to it have grown from $2 billion to $18 
billion. 

(d@) The proposed amendment is also criticized as “vague” and “indefinite.” 
It is difficult to see the basis for this charge unless the industry itself contends 
that their representations to the public that they are selling shares in a “bal 
anced,” “common stock,” “growth stock,” or “income” fund are themselves so 
“vague” and “indefinite” that they cannot be supported by a meaningful, lucid 
statement of investment policy. Surely the NAIC does not intend to urge that 
all the sales talk is just so much “vague” and “indefinite” puffing. This is 
completely inconsistent with Mr. Eaton’s statement during the Senate hearing 
regarding the industry’s constructive job of merchandising and is not what 
investors and the SEC have been given to understand. 

2. The principal NAIC objections to the recommended change in section 10(a) 
to assure a minimum number of indepedent directors are not addressed to the 
basic desirability of the SEC proposal. These objections rather involve col- 
lateral considerations: (1) increased difficulty in recruiting competent directors; 
and (2) misconstruction by the SEC of the intent of Congress in enacting see 
tion 10. The NAIC also asserts that there has been no showing of necessity for 
the proposal. 

(a) Regarding the alleged difficulty experienced by industry in recruiting 
directors, the NAIC furnishes no evidence but merely points to two restrictions 
which narrow the choice of prospective candidates. 

One restriction involves attorneys who act as counsel for the investment com- 
pany. But these attorneys are not excluded from acting as directors. They are 
simply not considered “independent” directors under section 10(a) because they 
are employed by the company. The investment company in fact may have any 
number of lawyers on the board who are not regularly retained by the company. 
This source of directors is of course fairly broad. 

The other restriction concerns bank officials under a Federal Reserve Board 
ruling as to the limitations of section 32 of the Banking Act of 1933. This 
limitation applies only to open-end investment companies because they are el- 
gaged in the continuous sale of their stock to the public. It does not apply to 
closed-end companies. 

It would be unprofitable to explore whether these restrictions “greatly narrow 
the field from which competent directors can be chosen” or only slightly narrow 
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the field. The argument is irrelevant. A more pertinent question is whether 
the proposed amendment would greatly narrow the field. The experience of 
over 18 years is to the contrary. Of more than 350 registered investment com- 
panies having boards of directors, only a handful would be affected by the pro- 

sed amendment. The overwhelming bulk of investment companies has com- 
plied with the spirit and intent of section 10 that there be a minimum number 
of truly independent directors on the board. Their ability to attract directors 
has apparently not been diminished by following the principles which the pro- 
posed amendment would make mandatory for all. 

(b) The second major argument of the NAIC against the independent director 
amendment is directed to what it conceives to be a basic reason for the SEC 
proposal : “inadvertence on the part of Congress in 1940 in not ‘keying together’ 
sections 10(a) and 10(b) of the act.” (NAIC memo 14). Whether or not the 
omission of a “keying together” or an interrelationship was inadvertent or 
simply not considered at the time is beside the point. The Commission does 
not rely upon this contention. The issue of course is whether there is a need 
for amendment at the present time. In fact, the Commission’s suggestions go 
further than the limitations that would obtain if there had been a “keying 
together” of the two subdivisions of section 10. The SEC proposal, for example, 
includes “controlling persons” and all stockholders of the investment adviser. 

Nevertheless, the NAIC is in error in stating that there was no intention on 
the part of Congress to interrelate sections 10(a) and 10(b) (NAIC memo 15). 
The only support for the NAIC statement is the testimony of David Schenker, 
Chief Counsel of the SEC Investment Trust Study, explaining the provisions of 
present section 10 and the Senate report describing them. The legislative his- 
tory of section 10, however, shows to the contrary that there was a distinct 
intention to interrelate subdivisions (a) and (b) and in fact, the complete testi- 
mony of Mr. Schenker indicates the strong probability that he believed they 
would be interpreted as though interrelated. Furthermore, the use of the word 
“moreover” in the Senate report* when, after describing section 10(a), it pro- 
ceeds to describe section 10(b), is consistent with the same view. Also con- 
sistent with the same view. Also consistent with this view is the fact that 
practically al companies in the industry follow the practice of designating at 
least 40 percent of the board who are independent of officers and investment 
advisers( that is, not dependent upon salaries or management fees) and who 
are also independent of the principal underwriter or regular broker (that is, 
not dependent upon underwriting or brokerage commissions ) . 

To view the provisions as not interrelated would result in a sterile, meaning- 
less statutory enactment. This point is well illustrated in Mr. Schenker’s 
testimony before the House subcommittee. This testimony follows the paragraph 
quoted by the NAIC which begins Mr. Schenker’s exposition of subsection (b). 
The two paragraphs are as follows: * 

Mr. Schenker’s statement was that under subsection (b) the broker, invest- 
ment banker, or principal underwriter could no longer dominate the board. 
This must necessarily have been based upon the opinion that the independent 


2Senate Report No. 1775, 76th Cong., 3d sess., p. 14. 

* Hearings before House Subcommittee on Interstate and Foreign Commerce, 76th Cong., 
3d sess., on H.R. 10065 (at 110) : 

“You come to a different situation which is dealt with in subsection (b). However, 
the bill provides that if you have a pecuniary interest more direct than that of merely a 
manager who gets a fee; if you have a pecuniary interest in the transactions in which the 
investment company effects and have the power to make these transactions, then you have 
to give up control of the board. 

“What is a classic example of that? The classic example is where an investment trust 
is controlled by a brokerage firm. The firm gets the brokerage business of the investment 
trust. The firm may be motivated rapidly to turn over the portfolio of the trust, ‘churn it,’ 
in order to increase its brokerage commissions. Another typical case is where a person 
distributes the securities of the investment company. Still another example, which is 
akin to the type of abuse or deficiency prevailing in the broker relationship is where the 
company is controlled by an investment banker. The investment banker may be impelled 
to have the investment company make an investment, not based upon investment quality 
of that investment, but because the particular investment may give him an ‘in’ to get the 
banking business from the company whose securities the investment company bought. 
Do I make myself clear? What does this bill here say? Hereafter the broker cannot 
dominate the board. The investment banker cannot dominate the board: the principal 
distributor of the securities of the investment company cannot dominate the board. The 
board of directors in each case must be independent of those individuals. If you want 
to be the broker for the investment company, and have control of the portfolio turnover, 
you have to subject your activity to the independent scrutiny of a board which consists of a 
majority of the independent directors.” 
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directors under subsection (a) would also be independent directors under syb. 
section (b). Unless this were so, the principal underwriter or broker, jp 
organizing an investment company, could simply designate the officers of the 
investment company to be directors, e.g., three of a board of five, and thep 
designate their own directors as directors of the investment company ; e.g., two 
of a board of five. The obvious result would be absolutely no independent diree. 
tors, using the term “independent” in the sense so forcefully described by Mr, 
Schenker. And this result would obtain despite what Mr. Schenker said was 
“one of the most salutary provisions in this bill.” It must also be considereg 
that sections 10(a) and 10(b) are alternatives to a much more restrictive pro. 
posal recommended by the SEC in the original bill, Mr. Schenker can hardly 
have thought that the SEC was giving up its entire position concerning affilig- 
tions of directors. 

The complete legislative history of section 10 of the act is set forth in appen- 
dix C of this memorandum. We are of the view that it manifests a clear intep. 
tion that sections 10(a) and 10(b) were to be interrelated. In no other way 
can the statutory design that there be a minimum number of independent direc. 
tors be carried out. Sections 10(a) and 10(b) must, therefore, be read together 
in order to carry out the statutory objective and to make meaningful what would 
otherwise present a huge loophole. The SEC’s proposed amendment would 
effectuate this policy. 

(c) As the Commission had indicated, the proposed amendment is not based 
upon any inadvertence in draftsmanship when the statute was enacted. It is 
based upon a present need for closing a loophole which has, on occasion, been 
availed of by an investment company so that investors have not had the safe 
guard of an independent director who is independent in fact and not in theory, 
Conceptually, the “independent” director is one who does not stand “to gain or 
lose from transactions in which he has some element of control,’’ who has no 
“pecuniary interest in the method of running the trust,” and who has no “pe 
cuniary interest in the transactions” effected by the company. (See David 
Schenker’s testimony quoted in NAIC memo 16-18. ) 

If, out of a board of five members, there are three officer-directors (“pecu- 
niary interest in the method of running the trust’), and two principal under. 
writers (“pecuniary interest in the transactions” of the company), section 10 
might just as well never have been written insofar as investor protection is 
concerned. No company has gone quite this far but affiliated persons of the 
principal underwriter have been treated as “independent” directors for purposes 
of section 10(a) in some cases. 

If, out of a board of five members, three are substantial stockholders of the 
investment adviser and two are 4.9 percent stockholders of the investment 
adviser, section 10(a) affords no investor protection. This situation has 
occurred in several cases. Other examples are discussed in our justification for 
the proposed amendment. 

The NAIC states that there has been no showing of a need for the proposed 
legislation. In making this statement, the NAIC chooses to ignore the examples 
we have given in justification of the proposals. These are actual cases of 
companies taking advantage of the present inadequate provisions of section 
10(a) and depriving investors of the safeguard of an “independent” minority of 
directors. This is in the Commission’s view a most impressive showing of the 
necessity for legislation in what has been described as ‘one of the most salutary 
provisions” of the statute. 

The provisions of section 15(c) of the act exemplify the urgent need for at 
least a minority of independent directors on the board. This section requires 
that the terms of an investment advisory contract and any renewal thereof be 
approved by a vote of a majority of the outstanding voting securities of the 
company or by a majority of the directors who are not parties to such contract 
or affiliated persons of any such party. An affiliated person does not include a 
stockholder owning less than 5 percent of the voting securities of the investment 
adviser. However, if directors have an interest in the stock of the investment 
adviser, even if it is a small interest, they could not be counted upon to act in 
a completely unbiased manner when passing upon the renewal of the investment 
advisory contract required annually under section 15, and they could hardly be 
expected to object to or question the amount of the investment advisory fee as 
excessive. 
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APPENDIX A 


EXAMPLES OF NEWSPAPER AND PERIODICAL ADVERTISEMENTS SHOWING EMPHASIS 
or TypicAL INVESTMENT COMPANIES UPON INVESTMENT OBJECTIVES OB 
CHARACTERISTICS 





|| The we 
‘onl 
ONE ong wasn 
WILLIAM 
STREET 


an open-end management investment company 


AFFILIATED 
FUND 


A Common Stock 
Investment Fund 











Investment objectives of this 

Fund are possible long-term 

capital and income growth 
for its shareholders. 






eae 
Ash your investment dealer for @ 


free Booklet-Prospectus descriptive 
of Afiliated Fund, or write to: 
Lorp, Apuutt & Co. 
63 Woll Street, New York 5 





investing in the securities of American business and indus 
trial enterprise with emphasis on long-term capital growth 
possibilitics and current income. 









For prospectus see your investment dealer or send (us coupon ta 


Please send me 6 free Bootlet-Prepectws oe Rk ewww wenn enn een== 
+ Afbiiaied Fund | . ; 











Free booklet-prospectus describes 
The Common 
Stock Fund 


Just what is 






Se ete aseco ie 





Incorporated 










A mutual fund - 
investing in common stocks ee ee Investors 
FUNDAMENTAL and pomible growth through com- 
mon stocks selected for their invest - °) 
ment quality. . ° 





For free descriptive prospectus send 
this ed te your investment dealer or 
Hugh W. Leng end Company, inc. 

Elizabeth 3, New Jersey. s 


® 


EATON & HOWARD STOCK FUND 


A mutual investment fund seeking possible growth of principal 
and income primarily through diversified investments 
in selected common stocks. 


Nene 
Mddress 


DISTRIBUTORS GROUP, INC. 
63 Wall Street, New York 5, N.Y. 










A mutual fund investing ia a list of 
securities selected for pussible lony- 
term growth of capital and income. 





+ INVESTORS, INC. 


eeeeeeaeea ete? 








FREE PROSPECTUS 
gives full details 





Tue Parker Conroration “4F 
200 Berkeley St., Boston, Mass. 


Please send Prospectus on Incorporated 





Managed by 
EATON & HOWARD be te taddads<argutebbettewees 
%4 Federal Street “BOSTON. Ruse Buil - 
BOSTON ESTABLISHED 1926 SAN FRANCI 0 


Prospectus from your Investment Dealer or the above. 


EE STD 
Evamples of funds with general objectives and “common stock” funds 
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PUTNAM FUND 
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The George 


of ‘Boston 


“A BALANCED FUND” 


Ask your Investment Dealer for free Prospectus or write to 
Putnam Fund Distributors, Inc., 60 Congress Street, Boston 


NEW YORK 








CHICAGO 





eeeeeveeveeeeveee eevee 


A balanced fund 
DIVERSIFIED 
INVESTMENT 
FUND, INC. 


For free descriptive prospectus send 
this ad to your investment dealer or 
Hugh W. Long and Company, inc., 


Elizabeth 3, New Jersey. 


on gtocks 
ror possible 


Beamples of balanced funds 


LOS ANGELES WASHINGTON 


ORLANDO 





WELLINGTON 
<¥> FUND 


PCa 
aya a! 
FOUNDED 1928 


Prospectus from 
your investment dealer 
or PHILADELPHIA 3, PA. 


American 





Business Shane 


The Company invests in a 

portfolio balanced between 

bonds and preferred stocks 

selected for stability, and 

common stocks selected for 
growth possibilities. 

Ash your investment deca for @ 


free Bookblet- Prospectus dancriptive of 
American Business Shares, of wriia ton 


Lorp, Apsett « Co. 


63 Wall Stren, New York & 


Please 
American Busicess 


A Balanced Investment Fund 


send me 6 free Bovklet-Propects of 
fare, 
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C2€eystone 


INCOME FUND 


A Mutual Investment Fund which seeks 
HIGH CURRENT INCOME from se- 
lected Stocks and Bonds without undue 
risk to capital. 

For FREE descriptive Pro- 
spectus, mail this ad with your name 
and address to Dept. K-1. 

THE KEYSTONE COMPANY 


50 Congress Street, Bosion 9, Mass. 


Value Line 


Income Fund... a» 
open-end investment company whose 
primary emphasis is on Income. 


PEYOTE Sooo uDecorecguococreses 
$ VALUE LINE FUND DISTRIBUTORS, INC. , 
| | * $ East 44th Street, New York 17,N. Y WSS * 
| |e 


* Please send me, without obligation, Prospectus 7 . a vo 
* on the Value Line Income Fund ° einen a 
. 


| |g Name._——_______-__— 


. 
o Address — 





* cry 0 I epee nes  emeecace . 
















INVESTING 
FOR INCOME ? 


Nationat Divivenn Senies is a 
mutual fund which has the pri- 
mary objective of providing an 
investment in a diversified 
group of bonds, preferred and 
common stocks—selected 
because of relatively high cur- 
rent yield possibilities compara- 
tive to the risk involved. To learn 
more about this investment, send 
today for a Free copy of our 
latest Information Folder and 

pectue by filling out the 
attached coupon. 


1 United INCOME Fund 
C1) United SCIENCE Fund 


1 United CONTINENTAL Fund 
C1) United ACCUMULATIVE Fund 


Prospectus on request from 





WADDELL « REED, inc. 


Principal Underwriters 


MO Wall Street 20 West 9th Street 
New York 5, N. Y. Kansas City 5, Mo. 





120 Quedeen, New York 5, N. Y. 


Examples of funds emphasizing income 











NATIONAL 
INVESTORS 
CORPORATION 


The Growth Stock Mutual Fund 


67° f= 


consecutive : 
dividend 





6 CENTS A SHARE. 


Payable March 31, 1959 
Record Date March 11, 1959 


65 Broadway, New York 6, N. ¥. 





TR€eystone 
GROWTH FUND 


A Mutual Investment Fund composed of se- 


curities selected for their possibilities of 
future GROWTH and increased income. 


<= For PR EE descriptive Pro- 
apectus, mail this ad with your name 
and address to Dept L-1 


THE KEYSTONE COMPANY 


50 Congress Street, Boston 9, Moss, 





FAD BU PR Cee eee Sewers ee 


CAPITAL 
VENTURE 


FUND, Inc 


lee Sea Uta lee 
New ‘York 5, N.Y 





e A Mutual Fund investingin 
ATOMIC, ELECTRONIC and 


other companies selected for 


CROWTH. 
Prospectus and mjormation booklet give 
vou the facts — write Knickerbocker 


Shares, Inc., 20 Exchange Place, N. ¥. 5. 


INVESTMENT Dealers’ DIGEST 
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You lam have a — booklet about 





The prospectus describes this Fund 
which Invests In companies doing 
business In, but not necessarily dom. 
iciled in, Florida and the entire South, 
believed to have growth possibilities, 
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APPENDIX B 


Representative statements of investment policy illustrating the different types 
of investment companies whose shares are being offered to investors are set 
forth below. These typical statements of investment policy would require no 
change under the proposed amendment to sections 8(b) and 13(a) of the SEC’s 
legislative proposals. However, statements such as these would be deemed to 
pe fundamental policy of the investment company which could not be changed 
without a vote of shareholders.* 

1. A statement of investment policy of a generally unrestricted nature reserv- 
ing full freedom of action on the part of management to invest in any type of 
security with the investment objective of reasonable growth of capital and 
reasonable income return is illustrated by the investment policy of One William 
Street Fund, Inc. : 

“OBJECTIVES 

“The fund will endeavor : 

“1, to achieve reasonable growth of capital through selective participa- 
tion in the long-term progress of American business and industry, and 
“2. to provide a fair and reasonable current return on capital invested. 


“INVESTMENT POLICY 


“It is the policy of the fund to retain maximum flexibility in the management 
of its portfolio, without restrictive provisions as to the proportion of one or 
another class of securities that may be held. In this respect the fund differs 
from those funds which require fixed amounts or percentages of senior securi- 
ties or of common stocks. It is believed that such a policy should result in the 
fullest utilization of the investment experience of the fund’s management.” 

2. A statement in respect of a “balanced fund” is that of American Business 
Shares, Inc. : 

“OBJECTIVE AND INVESTMENT PROCEDURES 


“The objective of the company is to provide the equivalent of a complete in- 
vestment account for each of its shareholders, although it does not invest in 
municipal and similar bonds for the purpose of receiving tax-free income. 

“With this exception, the company endeavors to do those things which it 
believes an investor of means should do in managing his own property, and it 
maintains the same type of balance between bonds or notes and stocks as it 
would if such an investor had entrusted his entire wealth to its care. 

“The management believes that common stocks usually afford the best op- 
portunity to make money for the shareholders and to obtain for them more 
income in the future. The prices for common stocks fluctuate and the dividends 
earned On common stocks vary in amount. But common stocks can appreciate 
in value and the income received in the form of dividends can increase if the 
companies they represent prosper and grow. 

“On the other hand, the market risk inherent in all investments is generally 
greater in common stocks than in bonds or notes. Therefore, the company at 
all times maintains at least 25 percent of its net assets in high-grade bonds or 
notes and high-grade preferred stocks selected for stability. The company may 
also invest in lower grade preferred stocks or lower grade bonds, but the purpose 
of obtaining capital appreciation and income and not for the purpose of capital 
stability. 

“The company’s policy is to change the proportions of its assets invested in 
bonds and notes and in stoccs, and to change the individual securities within 
oo two broad classifications, as economic conditions and market prices 

ctate.’ 

3. A representative statement in respect of a company emphasizing growth 
stocks is that of T. Rowe Price Growth Stock Fund, Inc.: 


“WHAT I8 THE PURPOSE? 


“The T. Rowe Price Growth Stock Fund, Inc., is a mutual open-end fund 
which was organized to provide experienced investment management for in- 
vestors who believe in owning ‘growth stocks’ with the objective of long-term 





*In the interest of conserving the time of the subcommittee the complete statements of 
investment policy and investment objectives are not repeated. Only those portions con- 
sidered pertinent to the question before the Congress are set forth. 
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appreciation in market value of invested principal and increase in dividend pay. 
ments. While this is the long-term objective, it should be realized that owner. 
ship of ‘growth stocks’ provides no assurance against depreciation in agget 
value of the fund’s shares when market prices of common stocks are jn 
declining trend; nor will ownership of ‘growth stocks’ provide assurance 
against fluctuations in dividend payments from year to year. 

“ ‘Growth stock’ defined 

“Growth stock’ is a term which has been used by many people with varioys 
meanings. The management of the fund defines a ‘growth stock’ as follows: 

“*A share in a business enterprise which has demonstrated long-term growth 
of earnings and which, after careful research, gives indications of continuing 
growth in the future.’ 

“Even though the long-term trend is upward, the earnings and market values 
of ‘growth stocks’ experience cyclical declines similar to other common stocks 
during period of general business adversity. 

“No mathematical formula or yardsticks alone can be relied upon for identi. 
fying ‘growth stocks.’ The requirements are a matter of judgment, and must 
be reviewed and revised periodically as factual information and a new appraisal 
of political and economic trends dictate. 


“INVESTMENT PROGRAM 


“The major objective of the fund is to seek long-term appreciation of capital 
and increase of income through investment in common stocks which are be 
lieved to have favorable prospects for continued growth in earnings and diy- 
idend payments. 

“The fund is not intended to provide a balanced investment program to ful- 
fill all of an investor’s requirements. The management believes most investors 
should first make provision for life insurance and adequate reserves in the form 
of savings bank deposits, government bonds, and other high grade fixed income 
securities before investing in common stocks. 

“The fund is to be fully invested most of the time in common stocks. A 
moderate reserve of cash and government bonds may be established at times 
to take advantage of subsequent buying opportunities. If occasions arise when 
the yields on representative common stock averages, based on current and pro- 
spective dividends, decline close to the yield obtainable on high-grade bonds, 
then a larger reserve in cash, bonds, and possibly preferred stocks may be 
established. 

“In other words, while the fund is to be managed primarily as a common 
stock fund, the program should be sufficiently elastic to permit substantial re 
ductions in common stocks during periods when they appear abnormally in- 
flated.” 

4. An example of a company investing in common stocks and emphasizing 
income is that of Washington Mutual Investors Fund: 


“INVESTMENT POLICY 


“The fund’s policy is at all times to maintain for its shareholders a fully 
invested, widely diversified portfolio of common stocks included in the ‘List 
of Legal Investments for Trust Funds in the District of Columbia’ such as an 
experienced investor might select to provide current income and an opportunity 
for capital growth. 

“The fund’s investment objective is to place major emphasis on the produc 
tion of income consistent with sound common stock investment and to provide 
a means for holding many more high quality common stock issues, spread over 
a wider range of industry, than is financially feasible for most individual 
investors.” 

5. An illustration of a company investing in a particular geographical area 
reserving the right to vary its portfolio among different types of securities is 
that of Texas Fund, Inc.: 


“INVESTMENT OBJECTIVE AND POLICY 


“The principal investment objective of Texas Fund is to provide long-term 
growth of capital and income. 

“To achieve this objective it is the present policy of the fund to invest pri- 
marily in the securities of companies located or doing an important part of their 
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pusiness in the Southwest. The management of the fund believes that this 
area has an outstanding potential for industrial growth, based on its record 
of development, favorable year-round working conditions, vast natural resources, 
and an abundance of inexpensive fuel in the form of natural gas. 

“The proportion of total assets of the fund invested in bonds, preferred stocks 
and common stocks, or held in cash will vary from time to time according to 
the management’s appraisal of conditions. The management in the past has 
invested primarily in common stocks, and its present intention is to continue 
this practice. It must be recognized, of course, that there are risks inherent in 
the ownership of such securities and that the shares of the fund will fluctuate 
in value.” 


APPENDIX C 


LEGISLATIVE HISTORY OF THE REQUIREMENTS FOR INDEPENDENT DIRECTORS OF 
SECTIONS 10(a) AND (b). 


(1) Section 10 of the original bill (S. 3850, 76th Cong., 3d sess.) introduced 
upon recommendation of the SEC provided for many restrictions upon the 
affiliations of directors and officers.’ Of particular pertinence to this discussion 
is section 10(a) (2) which provided that a majority of the board of directors 
shall not consist of persons who regularly act as manager, investment adviser, 
proker, or principal underwriter of the investment company, or affiliated persons 
of such persons. It will be noted that this provision dealt with investment ad- 
visers, brokers, and principal underwriters together and required a majority 
of the directors to be independent of them. Section 10(a) (2) of S. 3850 was 
as follows: 

“Sec. 10. (a) After one year from the effective date of this title, no registered 
investment company shall have a board of directors or an executive committee 
more than a minority of the members of which consists of— 


* * * * * * . 


“(2) persons who regularly act as manager, investment adviser, broker, 
or principal underwriter of or for such registered company, or affiliated 
persons of such persons.” 

(2) L. M. C. Smith, associate counsel of the SEC investment trust study, 
testified in support of proposed section 10 (Senate hearings, pp. 206-223). He 
pointed out that the basic purpose of section 10 was to minimize conflicts of 
interest. He stated (at 207): 

“IT want to discuss section 10, which deals generally with the affiliation of 
persons with the companies and insofar as those persons have a pecuniary in- 
terest in the transactions of those companies. In section 10 we attempt to 
cover the people who would stand to gain or lose by what the investment trust 
does. Sometimes they stand to gain at the same time with the investment 
trust and sometimes they stand to gain in different ways. 

“Our record shows, at least as far as I am concerned, that some of the 
serious losses have come from people who have tried to carry water on both 
shoulders, whose integrity I do not attack, but who have tried to act in a dual 
capacity and serve their own interest at the same time that they have served 
the investment trust.” 

Regarding section 10(a) (2) specifically, Mr. Smith had this to say: 

“In subsection (a) (2) we say that the majority of the board shall not consist 
of persons who are pecuniarily interested in the investment company, such as the 
manager, investment adviser, broker, or principal underwriter or affiliated per- 
sons of such persons. We say that the majority of the board shall be in- 
dependent of them, and we have got a number of investment companies in 
which that practice is followed and successfully followed. This is nothing new; 
I call your attention to the fact that the New York Stock Exchange, on April 
22, 1931, came out with a statement as follows, re directorates: 

“Tt has been urged that the public interest in investment trusts is entitled 
to adequate representation on directorates, and that such independent repre- 
sentation should be had through qualified individuals not directly affiliated 


either with the management of the trust itself or with its banking sponsors, 
if any. 





1See hearings on S. 3850 before Senate Subcommittee on Banking and Currency, 76th 
Cong., 3d sess., pp. 1-32. 
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“It is felt that, in default of such representation, the possibility of question. 
able transactions between investment trusts and their banking sponsors exists 
and that this danger may lead to the feeling that investment trusts are hot 
always managed with an eye single to the interests of their own stockholders, 

““Against any such suspicion, investment trusts should be protected, ang 
this protection will in the long run prove a benefit not only to the public but 
to the trusts themselves, and the banking houses with which they are at times 
identified. 

““It appears to the committee as if such protection could be most readily op. 
tained by independent directors under whose scrutiny and friendly criticign 
contemplated transactions would pass for review. 

“This view will weigh with the committee in considering listing applications’ 

“The investment code for bankers also recognizes the importance of an jp. 
dependent board.” 

“Independent” directors were referred to as persons independent of the map- 
ager, investment adviser, broker, or principal underwriter. These were grouped 
together as in the then proposed bill. It will be noted that in the New York 
Stock Exchange statement “independent” directors are considered to be persons 
not directly affiliated with the management of the trust or its banking sponsors, 

(3) The industry opposed section 10(a) (2), among other provisions, although 
many leading spokesmen for the industry were in favor of some “independent” 
directors. 

Arthur H. Bunker, executive vice president of Lehman Corp., the first wit- 
ness for the industry at the Senate hearings on the bill, stated (at 329): 

“Senator WaAGNeR. You say there should be a certain number of independent 
directors. Have you in mind whether they should represent the majority or 
minority directors? 

“Mr. BuNKER. Well, Senator, it depends very much on the other features of 
the bill. If you should take the bill as it is now written and accept every other 
section of the bill except that one section, I do not think you need any independent 
directors. But if you were to leave out a great many other sections of the bill 
you might need to go up 50 percent. I know that many of these things are 
interrelated. 

“Senator WaGNerR. You have not formulated in your mind definitely as to 
whether they should in all cases be a majority of the directorate, but say that 
that should depend on consequences? How would you describe it? 

“Mr. BunkKER. I think I would answer it probably in another way. I would say 
that the purpose of that is to prevent certain things. If I have prevented every 
other possible thing, if, for example, I have prevented all forms of self-dealings 
and all forms of bailing out and all forms of other things that have been criti- 
cized, and have actually physically stopped all those things, there is not anything 
that can be done about it. So it depends on what you do. But I would not put 
layer upon layer. 

“Senator WaGNeER. But you think they should have independent directors? 

“Mr. BuNKER. Yes; I think it is essentially desirable.” 

Mr. Bunker and other witnesses for the industry testifying for and against 
independent directors used the term “independent” in a broad sense. Senate 
hearings, pp. 371, 422-423, 458, 477, 572-573, 576, 655-659. 

(4) After lengthy hearings, Arthur H. Bunker, speaking for a “large and 
representative portion” of the industry, submitted a “framework” for a pro- 
posed statute (Senate hearings, pp. 1052-1059). Regarding the provisions of old 
section 10 concerning affiliations of directors, the following was proposed (at 
p. 1055) : 

“9, Affiliations of directors, section 10 of the present bill: In lieu of the 
elaborate and complicated provisions of section 10 of the bill, provide that 
the board of directors of any investment company shall include a minimum 
percentage (40 percent) of directors who are independent of principal 
underwriters, regular brokers, managers, or investment advisers. 

“This requirement for independent representation, plus the prohibition on 
self-dealing later referred to, should remove possibilities of abuse without 
stripping investment companies of competent and experienced directors.” 

Thus, at this stage of the legislative history, the counterproposal to the 
SEC’s suggestion of a majority of independent directors consisted of a pro 
vision for a minority of independent directors. In this suggestion of industry, 
as in the SEC’s bill, independent directors were considered those persons not 
affiliated with principal underwriters, regular brokers, managers, or investment 
advisers. Again the latter were grouped together. 
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(5) With the approval of the Senate committee, SEC, and industry repre- 
sentatives conferred regarding the “constructive suggestions’ made by indus- 
try along the lines mentioned above. (Hearings on H.R. 10065 before Sub- 
committee of House Interstate and Foreign Commerce Committee, 76th Cong., 
8d sess., p. 63.) After 5 weeks of steady work, the conferees came up with 
a memorandum of agreement in principle (May 13, 1940). Then a bill was 
prepared on the basis of the agreement, substantially a redraft of the original 
pill, and substantially in the form now embodied in the statute. 

The memorandum of May 13, 1940, was circulated among the investment 
companies who had appeared at the hearings and among other companies. 
Arthur Bunker stated (House hearings, p. 71): “This agreement received 
unanimous endorsement of the industry.” 

Regarding affiliations of directors, the memorandum of agreement in prin- 
ciple stated (House hearings, p. 97) : 

“9 Affiliations of directors (sec. 10, present bill).—As a complete substitu- 
tion for the provisions of section 10 of the bill as introduced, the following 
is to be substituted : 

“*(1) In the event that the board of directors of any investment company 
shall have a majority of directors who are independent of principal under- 
writers, regular brokers, investment bankers, all restrictions of the present 
section 10 are eliminated except “No registered investment company * * * 
(here follow provisions substantially similar to present section 10(f).” * * * 

“ «(2) In respect of investment companies where no officer or director acts 
either as principal underwriter, regular broker, investment banker, or man- 
ager, the directors, independent of managers or officers need number only 
40 percent.’ ” 

It will be seen that (1) above is the predecessor provision of present sec- 
tion 10(b) and (2) above is the predecessor of section 10(a). Obviously a 
compromise had been reached between the SEC which was arguing for a 
majority of independent directors and the industry which wanted no more 
than a minority. The SEC obtained majority independence as indicated by 
(1) above and as reflected in section 10(b), and the industry got its way as 
indicated by (2) above and as should have been reflected in section 10(a). 
For it is to be noted that (2) above was premised on the assumption that no 
director would be a principal underwriter, regular broker, or investment 
banker. There is no question, therefore, that under the agreement in principle 
between the SEC and industry the two parts of the compromise measure were 
to be keyed together. This was entirely reasonable and logical in the light 
of the legislative history preceding the compromise and the absurd result 
flowing from a failure to interrelate both subsections. 

We do not know of any reason why this agreement was not carried out in 
drafting section 10 (a) and (b). It may well be attributed to “inadvertence” 
due to the extreme pressure on the draftsman of rewriting an entire compre- 
hensive regulatory statute in a very short time. 

The NAIC in its memorandum to the Senate subcommittee has referred to 
David Schenker’s testimony as support for its statement that there was no in- 
tention on the part of Congress to interrelate sections 10(a) and 10(b). But 
this testimony, and the Senate report also referred to, are simply descriptive of 
sections 10(a) and 10(b) and upon close analysis entirely consistent with a 
belief that the two subsections would be read together. Mr. Schenker’s view 
that as a result of subsection (b) a broker, investment banker, or principal dis- 
tributor could no longer “dominate the board’ must have been based upon the 
opinion that such a broker, investment banker, or principal distributor could 
not organize an investment company and fill the minority positions on the board 
with its own directors and the majority positions with officers of the company. 


Mr. Gapssy. Thank you, sir. 

Mr. Eaton dissents from our observations in this memorandum that 
the terms “balanced fund”, “growth fund”, “income fund”, and the like 
are words which have taken on a definite meaning in the financial 
world. He states: “I think the quoted terms do give indication of 
the objectives of an investment company, but I think they mean some- 
what different things to different people.” We cannot understand 
how an industry which relies so heavily on these descriptions in their 
sales efforts and advertising is now privileged to take the position 
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that they are nothing more than nebulous and vague suggestions of 
investment objectives which should be subject to change at manage- 
ment’s will. Indeed, Mr. Eaton himself is the sponsor of the Eaton 
& Howard stock fund, which is presumably to be distinguished from 
the Eaton & Howard balanced fund, which he also sponsors. 

We cannot agree with the assertion that these appellations have no 
accepted meaning. Presumably when these terms are used, they 
characterize funds with particular basic characteristics, the absence 
of which would render improper the use of that particular designation, 
That is not to say that there may not be any variations in the invest- 
ments of funds with a particular designation. 

It is our contention that such variations must be within the general 
guidelines of the basic characteristics which in the first place warrant 
the designation. Surely, an investor in Mr. Eaton’s balanced fund 
would expect that the fund would have a substantial proportion of its 
assets in bonds as well as in stocks. 

The association’s other objection to the bill relates to section 13 and 
is considered in detail in the memorandum which I have just offered. 
Section 13 is premised on the belief that public investors should not be 
completely deprived of directors who are independent of the man- 
agement, investment adviser, and underwriter and who would serve 
as watchdogs to protect their interests. 

Finally, I would like to refer to section 7 of H.R. 2481, which is the 
last of our proposals to which we are recommending a change. Sec- 
tion 3(c)(9) of the Investment Company Act now excludes from 
regulation as an investment company, a company subject to regulation 
under the Interstate Commerce Act. Section 7 of the bill as it now 
stands would eliminate this exception if our Commission finds and by 
order declares that such company is primarily an investment company. 

First, let me make it perfectly clear that in proposing this amend- 
ment we did not intend to usurp the jurisdiction of the Interstate Com- 
merce Commission over the carrier operations of companies which 
are primarily investment companies, or of their carrier subsidiaries, 
Our proposal was premised very simply on our feeling that investors 
in these investment companies should not be deprived of the protec- 
tions which the Congress declared in the Investment Company Act to 
be necessary, insofar as these companies engage in investment com- 
pany activities. If an investment company chooses to extend its opera- 
tions so as to control] an interstate carrier system and thus bring itself 
within the scope of regulation designed to promote national transpor- 
tation policies, then that company should not be heard to complain 
that it is subject to regulation under more than one statute. Having 
voluntarily determined the nature of its operations, the necessary reg- 
ulatory consequences should follow. 

During the Senate hearings on June 18, 1959, Senator Williams, 
chairman of the subcommittee, and Senator Javits suggested that our 
Commission and the Interstate Commerce Commission consider a re- 
vision of the proposed section 7 so as to delineate within the statute 
itself the areas of jurisdiction of each agency over the type of hybrid 
investment-carrier-holding company with which our amendment 
sought to deal. We had intended to use our exemptive authority under 
the statute to exempt carrier and related operations, and such a statu- 
tory delineation of jurisdiction would, of course, render this 
unnecessary. 
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Discussions were undertaken, in accordance with the suggestions 
made to us, and I might add that in terms of policy there was no 
problem or conflict. Essentially, the matter was one of working out 
language which would preserve to each agency the necessary authority 
to effectuate the congressional mandate contained in the statutes 
entrusted to its care. This problem has been satisfactorily solved, 
and I would now like to offer for the record proposed substitute 
statutory amendments together with a memorandum discussing the 
operation of these provisions and another directed to the whole section 
3(c) (9) matter. 

Mr. Mack. Without objection, that will be included in the record 
at this point. 

(The information referred to follows :) 


ProposeD MODIFICATIONS RELATING TO AMENDMENT OF SECTION 3(C)(9) OF 
INVESTMENT COMPANY AcT oF 1940 


1. Section 7 of S. 1181 would be modified to read as follows: 

“(9) Any company (A) which is subject to regulation under the Interstate 
Commerce Act: Provided, That this exception shall not apply to a company 
which the Commission finds and by order declares to be primarily engaged, di- 
rectly or indirectly, in the business of investing, reinvesting, owning, holding, 
or trading in securities; or (B) whose entire outstanding stock is owned or 
controHed by a company excepted under clause (A) hereof: Provided, That the 
assets of the controlled company consist substantially of securities issued by 
companies which are subject to regulation under the Interstate Commerce Act; 
or (C) which is subject to regulation under the Interstate Commerce Act and 
substantially all of whose investment securities are issued by controlled com- 
panies subject to regulation under the Interstate Commerce Act.” 

2. The following new section would be added to the Investment Company 
Act: 

“Sec. 6. (f) The following transactions shall be exempt from the provisions 
of this title: 

“(1) Any transaction of a registered investment company which is also a 
carrier as defined in section 5(13) of the Interstate Commerce Act, or which, 
pursuant to section 5(3) of that Act, has been ordered to be considered a carrier 
and subject to any of the provisions therein specified, involving (i) the acquisi- 
tion of control of a carrier or carriers or (ii) the issuance of securities or 
assumption of any obligation or liability for purposes of financing the acquisi- 
tion of control of a carrier or carriers or financing of a carrier business or a 
business incidental thereto, provided such transaction is subject to approval by 
the Interstate Commerce Commission. 

“(2) Any transaction between a registered investment company of the char- 
acter described in subparagraph (1) of this subsection and an affiliated person 
or persons of such a registered investment company or an affiliated person or 
persons of such a person, or between any of such persons, provided the trans- 
action is connected with the operation of the carrier business, or a business 
incidental thereto, in which any party to the transaction is engaged. 

“(3) Any transaction between an affiliated person of a registered investment 
company of the character described in subparagraph (1) of this subsection, 
which affiliated person is primarily engaged in the business of a carrier, and 
any controlled companies of such affiliated person, and any transaction between 
such controlled companies.” 
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MEMORANDUM OF SECURITIES AND EXCHANGE COMMISSION ON PROPOSED MODIFICA- 
TIONS OF AMENDMENT TO SECTION 3(C) (9) OF THE INVESTMENT COMPANY ACT oF 
1940 


=~ 


Section 7 of the bill, as originally introduced, would amend section 3(c) (9) 
uf the Investment Company Act which now excludes from regulation as an in- 
vestment company, companies subject to regulation under the Interstate Com- 
merce Act. Under the amendment, the exception would be removed if such 
companies (designated herein as “investment-carrier-holding companies”) are 
found and determined by the Commission to be primarily engaged in the invest- 
ment company business. 

Two modifications are proposed. First, section 7 of the bill would be revised 
to add a new clause (C) to section 3(c) (9). This amendment would otherwise 
remain unchanged. Second, a new provision would be added to the bill which 
would add a new section 6(f) to the statute. 

The new clause (C) will except from the Investment Company Act any com- 
pany which is subject to regulation under the Interstate Commerce Act if sub- 
stantially all of the securities which the company holds are issued by carriers 
which it controls. This new clause (C) will allay any fears such as expressed 
by Atlantic Coast Line Co., in its testimony on July 9, 1959, on H.R. 2481 in 
hearings before the Subcommittee on Commerce and Finance of the Committee 
on Interstate and Foreign Commerce. 

New section 6(f) is designed to implement the provisions of the amendment 
to section 3(c)(9). The reason for handling the new exemptive provisions in 
a new subsection is that schematically, section 6 contains exemptions for per- 
sons otherwise subject to the act. Section 3(c) contains various exceptions, as 
distinguished from exemptions, from the definition of an investment company, 

When the Commission has made the requisite findings under section 3(c) (9) 
that an investment-carrier-holding company is an investment company, section 
6(f), as a substantive matter, would then exempt various transactions of the 
colupany and its affiliated persons from the Investment Company Act. Thus 
section 6(f)(1) exempts the acquisition of control by the investment company 
of one or more carriers and the investment company’s issuance of securities for 
this purpose. It thereby preserves the exclusive and plenary jurisdiction of 
the Interstate Commerce Commission over such matters. Similarly, it exempts 
the investment company’s issuance of securities for the purpose of financing the 
carrier business or business incidental to that of a carrier, in which the invest- 
ment company or any of its affiliated persons may be engaged. If the issuance 
of securities is not for these purposes, such issuance would have to meet the 
standards imposed by the Investment Company Act as well as the Interstate 
Commerce Act. 
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The Commission has stated that if the proposed amendment to section 3(c) (9) 
were to be adopted it would adopt exemptive rules excluding from its regula- 
tion the essentially carrier operations of affiliated persons of the investment 
company, and affiliated persons of such persons. Section 6(f) (2) obviates the 
necessity for such a rule, since it would exempt transactions between the reg- 
istered investment company, its affiliated persons, or affiliated persons of such 
affiliated persons, or between any of them, when the transaction is connected 
with the carrier operations of a party to the transaction. Section 6(f) (3), 
moreover, would exempt all transactions between a controlled carrier and 
companies which it in turn controls, or between any of them. While such a 
broad exemption goes further than that available to affiliated persons of other 
investment companies and may exempt some transactions not directly connected 
with carrier or incidental operations, it would appear that the ramifications of 
affiliations in an operating carrier system and the multiplicity of their trans- 
actions, would make it administratively undesirable to attempt to regulate these 
routine transactions. 

The appendix attached hereto illustrates the operations of section 6(f). We 
show therein, by separate charts, the type of transactions subject to ICC regu- 
lation only, those subject to SEC regulations only, and those subject to regula- 
tion by both agencies. New section 6(f) we believe makes clear that the type 
of transactions referred to by James B. Gray, general counsel of the New York 
Central Railroad Co., in his testimony during the hearings are either not reached 
by the statute itself as presently written, or will not be reached if these amend- 
ments are adopted. 

APPENDIX 


In order to illustrate the operations of proposed section 6(f) of the Invest- 
ment Company Act, hypothetical transactions between various types of persons 
will be tested under the provisions of section 6(f) and the applicable regula- 
tion in the Securities and Exchange Commission and the Interstate Commerce 
Commission will be indicated. The individual charts which follow group the 
hypothetical transactions in terms of the agency which will have jurisdiction. 
The transactions themselves are identified by number, and the description 
follows after the charts. 

It should be noted that the Investment Company Act, for the purposes here 
under consideration, imposes no limitations on the kinds of property or securi- 
ties which may be acquired by an investment company or its controlled com- 
panies. The act imposes limitations on the kind and amount of senior securities 
which may be issued by an investment company in connection with any trans- 
action, but contains no restriction on the type of securities which may be issued 
by a controlled company or other affiliate. The act also imposes limitations 
upon affiliated persons of the investment company and affiliated persons of such 
persons, buying from, or selling securities or property to the investment com- 
pany or its controlled companies. It should be noted that the restrictions of 
the act in this regard do not reach transactions between affiliated persons unless 
one of them is controlled by the investment company. 
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I. Transactions between investment holding company and— 


(a) 


(b) 


Nonaffiliates : 

Transaction 1. Investment company buys from John Smith controlling 
interest in X railroad. 

ICC, 5(2). 
SEC, inapplicable. 

Transaction 2. Same as No. 1 but investment company issues its notes 
in payment. 

ICC, 5(2), 20a. 
SEC, Exempt, 6(f) (1). 

Transaction 3. Investment company buys from John Smith controlling 
interest in woolen mill. 

ICC, inapplicable. 
SEC, inapplicable. 

Transaction 4. Same as No. 3 but investment company issues its 5-year 

notes in payment. 
ICC, 20a. 
SEC, 18(a). 

Affiliate : 

Transaction 5. Investment company buys from director, or carrier 1, 
controlling interest in X railroad. 

ICC, 5(2). 
SEC, exempt, 6(f) (1). 

Transaction 6. Same as No. 5 but investment company issues its 5-year 
notes in payment. 

ICC, 5(2), 20a. 
SEC, exempt, 6(f) (1). 

Transaction 7. Investment company buys from carrier 1 or director 
(or directors partner) stock of steel company. 

ICC, inapplicable. 
SEC, 17(a). 

Transaction 8. Same as No. 7 but investment company issues its 5-year 

notes plus long-term warrants in payment. 
ICC, 20a. 
SEC, 17(a), 18 (a) and (d). 

Transaction 9. Carrier No. 2 borrows money on long-term note from 
investment company to purchase interest in bridge company from 
earrier No. 1. 

ICC, 20a. 
SEC, exempt, 6(f) (2). 

Transaction 10. Same as transaction 9 except purchasing interest in 
oil company. 

ICC, 20a. 
SEC, 17a, 18(a). 
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II. Transactions between a controlled affiliate of investment company and— 
(a) Nonaffiliates: 
SEC, inapplicable. 
(b) Affiliates (other than investment company parent which are covered jn 
transactions 7, 8, 9, 10): 
Transaction 11. Carrier No. 1 buys control block of stock in carrier 
No. 2 from director and issues long-term notes in payment. 
ICC, 5(2), 20a. 
SEC, exempt, 6(f) (2). 
Transaction 12. Same as transaction 11 except stock is that of direc. 
tors’ milling company. 
ICC, 20a. 
SEC, 17(a). 
Transaction 13. Carrier No. 3 borrows on long-term note from oj] 
company. 
ICC, 20a. 
SEC, exempt, 6(f) (2). 
Transaction 14. Water company borrows on note from oil company, 
ICC, inapplicable. 
SEC, 17(a). 
Transaction 15. Carrier 1 and carrier 2 enter into joint lease and oper- 
ating and profit sharing agreement with respect to bridge company, 
ICC, section 5(2). 
SEC, exempt, section 6(f) (2). 
Transaction 16. Same as transaction 15 except lease and agreement is 
with respect to water company. 
ICC, inapplicable. 
SEC, section 17(d), rule 17d(1). 
Transaction 17. Carrier 1 issues its long-term notes to oil company in 
payment for shares of water company. 
ICC, section 20a. 
SEC, exempt, 6(f) (3). 


MEMORANDUM OF THE SECURITIES AND EXCHANGE COMMISSION ON PROPOSED AMEND- 
MENT TO SECTION 3(C) (9) OF INVESTMENT COMPANY ACT OF 1940 


Alleghany Corp. has objected to the proposed amendment of section 3(c) (9) 
of the Investment Company Act of 1940. The gist of the objections is (i) that 
the proposed amendment is directed solely against Alleghany and is unconsti- 
tutional; (ii) that regulation under the Investment Company Act is unnecessary 
because the Interstate Commerce Act provides Alleghany’s security holders 
with greater protection; and (iii) that Alleghany and its carrier affiliates will 
be subject to conflicting dual regulation by the SEC and the ICC. 

The SEC will show by this memorandum that the first two of these objec- 
tions are wholly without merit and in many respects frivolous, and that, as 
respects the third objection, there will be no dual regulation in respect to matters 
of direct importance to the national transportation policy. 


I. The loophole under existing law 


As the committee is aware, section 3(c)(9) of the Investment Company Act 
excepts from the definition of an investment company any company which is 
subject to regulation under the Interstate Commerce Act, and generally speak- 
ing, also excepts their controlled companies which hold securities of issuers which 
are themselves subject to such regulation. 

This provisions makes it possible for an investment company to escape the 
provisions of the Investment Company Act, by the simple expedient of using 
a portion (which might be relatively minor) of its assets to acquire control of 
two or more carriers, thus subjecting itself to regulation under some or all of 
the provisions of the Interstate Commerce Act specified in section 5(3) thereof. 
The significance to the national public interest of this possibility becomes readily 
apparent when it is realized that any one of the approximately 500 registered 
investment companies with total assets of over $18 billion, by the investment 
of a few hundred thousand dollars in interstate transportation carriers might 
avoid the regulation which Congress intended to apply to investment companies. 

The Commission has not made a detailed study of the number of companies 
which might be affected by the proposed amendment. Such information can 
only be obtained by an exhaustive search of the financial reporting services or 
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other sources. Several instances can be cited, however, in which Commission 
jurisdiction would have been clearly established had the proposed amendment 
been the law. . 

There is presently registered under the Investment Company Act the Ameri- 
can Hawaiian Steamship Co. The company for many years had been engaged 
in intercoastal shipping both directly and indirectly through controlled com- 
panies. It disposed of all of its shipping interests and invested substantially 
all of its assets in securities. The company holds an irrevocable certificate of 
convenience and necessity granted by the Interstate Commerce Commission, 
and is required only to file reports with the ICC. For this reason it claimed 
that it was excepted from the definition of an investment company under section 
3(c) (9) and refused to register. Only after the Commission instituted action in 
the Federal district court to prevent a continued violation of the Investment 
Company Act did it register thereunder on February 24, 1959. Its counsel 
stated that in his opinion the company was entitled to the exception of section 
3(c) (9) but would register to avoid further litigation. 

The Detroit & Cleveland Navigation Co. presented a fact situation almost 
similar to that of American Hawaiian Steamship Co. However, the company 
voluntarily surrendered the certificate of convenience and necessity to engage 
in shipping and voluntarily registered under the Investment Company Act 
in 1954. 

In the case of Alleghany Corp. it had registered under the Investment Com- 
pany Act on November 1, 1940, and had remained subject to regulation there- 
under until October 4, 1945, when the SEC terminated the registration because 
of the entry of an order in that year by the ICC, under section 5(2) of the 
Interstate Commerce Act, subjecting Alleghany to regulation under certain pro- 
visions of the Interstate Commerce Act. In 1945, immediately before the SEC 
terminated Alleghany’s registration, 86 percent of Alleghany’s assets of $83 
million, taking investments at the then current market values, were invested 
in carriers, including 38 percent in stock of the Chesapeake & Ohio Railway Co., 
and only about 5 percent in the securities of noncarrier issuers. The investment 
in the C. & O. stock consisted of about 600,000 shares (8 percent of the out- 
standing shares) and gave Alleghany control over that company, which control 
was the basis for the ICC order of 1945. 

Shortly after the termination of its investment company status Alleghany 
began a program of disposition of its C. & O. stock and in 1954 it sold the last 
of its holdings consisting of 104,854 shares. It also sold all of its other railroad 
securities except its interest in the Missouri Pacific Railroad Co. Since that 
time it has acquired control of the New York Central Railroad Co. and holds 
979,000 shares (15 percent of that company’s common stock). 

The following table shows the composition of Alleghany’s assets which, on the 
basis of market prices at May 25, 1959, of marketable securities, total approxi- 
mately $165 million. 





Market Percent of 


value or total 
principal assets 
amount 
Thousands 
Investors Diversified Services, Inc., common stock (an investment company 
registered under the Investment Company Act of 1940) “2 $92, 140 56 
RR DIENON: ng ane ai eee teen se bedl Seatia 28, 400 17 
Webb & Knapp, notes. _-- ee acd ; 19, 950 12 
Missouri Pacific RR. Co. common stock____-__-- Biicsinidbedea 11, 442 7 
Miscellaneous notes and other securities. ...................-.-..-- eed 13, 068 8 
Total 


ii ty ipl age de ule rience elie a tiem Rang keine ‘ eee 165, 000 100 


in aan —— 
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From an earnings point of view, the following table presents the major source 
of Alleghany’s income for the past 5 years: 








ico) obi fev lage: 7 Bio 0) 
1954 1955 | 1956 | 1957 | 1958 
Puree S ghee yous as Treo Tig?) oPer | 7 Ti rota uy vet "| YE = 7 “eee 
New York Central RR. dividends !....... ite -| $1, 577,000 | $2,575,008 | $2, 525,515 |______ al 
Missouri Pacific dividends Sout = nal pete | isceaenncacoha 4, 620 $5, 280 
Investors Diversified Services dividends !__| Pace : Sec ieeaeae 803, 545 1, 249, 959 
Notes, interest ?__- __.| $246,796 | 342,714 | 1,099,951 | 1,347,691 | 1,376, 955 
Other income___..------- b « Gabeabans Z 1, 429, 319 | 591, 665 | 462, 822 | 407, 047 8, 376 
Eee Rie 7 Laas 1,676,115 | 2,511,379 | 4,137,781 | 5,088,418 | 2, 640, 570 








1 In this same 5-year period, Alleghany’s interest in the undistributed earnings applicable to its common 
stock holdings of New York Central and Investcrs Diversified Services tas not been reflected in the fore. 
goinz table. These should, of course, be taken into consideration. 

? Since 19/6 interest on notes primarily represents interest at the rate of 5 percent per annum on $19,950,009 
of notes of Webb & Knapp. 


The foregoing portrayal of Alleghany’s assets is not to be considered a deter- 
mination by the SEC of Alleghany’s status as an investment company. That 
determination, if the proposed bill is adopted, will be made in a proper adminis- 
trative proceeding. These figures are presented, however, to show that Alleghany 
falls within the presumptive test of an investment company which is contained 
in section 3(a) (3) of the statute. As will be explained later, this section raises 
the presumption of an investment company, generally speaking, if more than 40 
percent of the assets, on a value basis, consist of investment securities. 

These figures are also presented to show the wholly misleading nature of 
Alleghany’s statements to this committee that ‘62 percent of Alleghany’s invest- 
ments on a cost basis are stock of the New York Central Railroad Co. * * * and 
the Missouri Pacific Railroad Co.” and that it “owns stock representing 1.4 
percent on a cost basis of its total portfolio in an investment company, Investors 
Diversified Services, Inc.” 

On a cost basis Alleghany’s total assets amount to approximately $65,648,000, 
on a value basis $165 million. The IDS stock which Alleghany holds had a cost 
of approximately $1,200,000 in 1949 while its market value now approximates 
$92 million. The Missouri Pacific stock which cost aproximately $26 million 
has a market value of approximately $11,500,000. On a cost basis 62 percent is 
invested in rails; on a value basis, 24 percent. 

I would indeed be hard to imagine a better illustration than that here present, 
of the vital importance to investors of receiving information about the assets 
of their company on the basis of their market value rather than simply their 
cost, as required by the Investment Company Act and not by the Interstate 
Commerce Act. 


II. Constitutionality of the proposed amendment 


As shown, the proposed amendment is of general application encompassing 
a class of persons, namely, those who are subject to regulation under the Inter- 
state Commerce Act but nevertheless are primarily engaged in the business 
of investing, reinvesting, owning, holding or trading in securities. We do not 
presently know how many companies would be within the reach of the proposed 
amendment. Even assuming only Alleghany would be affected by the amendment, 
it would not be unconstitutional for such reason. 

The 5th amendment, unlike the 14th amendment, contains no equal protection 
clause, and provides no guaranty against discriminatory legislation by Congress. 
However, discrimination, if gross enough, is equivalent to confiscation and subject, 
under the fifth amendment, to challenge and annulment.? The Supreme Court has 
stated the test to be: 

‘“* * * whether in the light of all the facts and circumstances there was any 
substantial basis for the conclusion * * *”* 





1 Detroit Bank v. United States, 817 U.S. 329, 887 (1948); La Belle Iron Works v. 
United States, 256 U.S. 377, 392 (1921); Steward Machine Co. v. Davis, 301 U.S. 548, 
584-585 (1937) ; Sunshine Coal Co. v. Adkins, 310 U.S. 381, 400, 401 (1940) ; Helvering v. 


Lerner Stores Co., 314 U.S. 463, 468 (1941) ; Brushaber v. Union Pacific R. Co., 240 US. 1, 
24 (1916). 

: oo Thy Machine Co. v. Davis, 301 U.S. 548, 585 (1957) ; Currin v. Wallace, 306 U.S. 1, 
13 (1939). 

8 Kiyoshi Hirabayashi v. United States, 320 U.S. 81, 95 (1943). 
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The reasons which impelled the Congress to provide for the regulation of 
investment companies are amply and expressly set forth in section 1(h) of the 
act. This, without more, would seem sufficient basis for the modification of an 
exception, originally allowed as a matter of legislative grace. Indeed, if Con- 
gress may not constitutionally restrict the area of exception it would seem that 
it was powerless in the first place to adopt the exception. 

Moreover, the exception, designed to protect shareholders of a railroad 
holding company from the possible burden of dual regulation, may be used, and 
has been used, by companies, which are essentially investment companies, to 
deprive these stockholders of the protections and safeguards of the Investment 
Company Act. Furthermore, in the case of water carriers and freight for- 
warders the ICC does not even have jurisdiction over security issuances al- 
though such jurisdiction as exists has formed the basis for a claim for a section 
3(c) (9) exception as in the case of American-Hawaiian Steamship Co. 

There would, thus, seem to be ample basis upon which the Congress may rely 
in amending section 3(c)(9). All companies falling within the section would 
be subject to like treatment. There is here no classification of an arbitrary 
and capricious nature. Certainly there is no taking of property without due 
process of law. 

We turn now to discuss the argument advanced by Mr. Wallace that regulation 
of Alleghany is unnecessary because it is presently regulated “to the hilt” by 
the ICC, and that such regulation provides all the basic protections to investors 
contemplated by the Investment Company Act. We shall discuss (1) the pur- 
pose and scheme of regulation under the Investment Company Act; (2) the 
history of section 3(c)(9); (8) ICC regulation of holding companies and the 
purpose of such regulation; (4) the comparative investor protection afforded 
by ICC regulation under section 20a of the Interstate Commerce Act and under 
provisions of the Investment Company Act. We shall also set forth in appendix 
A various transactions of Alleghany which were not regulated by the ICC but 
which, had Alleghany been a registered investment company, would have re- 


quired exemption or approval by the SEC in the interests of investors before 
they could have been consummated. 


III. Purpose and scheme of regulation under the Investment Company Act 


Generally speaking, it is the purpose of the Investment Company Act to 
subject to its regulation all “large liquid pools of the public’s savings” which 
have been entrusted to others for investment.’ Section 1 of that act recites 
the adverse effects on the national public interest which the Congress found 
to flow from the abuses to which such pools of capital were subjected. The 
act provides for the registration and regulation of any company which falls 
within the definition of an investment company. Section 3(a)(1) of the act 
defines as an investment company any company which is primarily engaged, 
or holds itself out as being primarily engaged, in the business of “investing, 
reinvesting, or trading in securities’. To cover situations in which such pri- 
mary engagement is not readily apparent because the company is either 
directly, or through controlled companies, engaged in an industrial or other 
business together with investing in securities, section 3(a)(3) raises the pre- 
sumption of an investment company if, generally speaking, more than 40 
percent of the company’s assets consist of securities other than those of 
majority-owned subsidiaries. 

Section 3(b) (2) provides a means for rebutting the presumption raised by 
section 3(a)(3) upon a showing that the company is primarily engaged in a 
business or businesses other than that of an investment company. 

Counsel for the Commission stated to the Congress with respect to Section 
3(b) (2): “That [section 3(b)(2)] will fortify the exemption of companies 
which are essentially industrial corporations or railway companies which may 
have a substantial part of their assets in marketable securities.” ° 


IV. Legislative history of section 3(c) (9) 


The original bill, S. 3580, contained no counterpart of section 3(c) (9). 
The exemptive provisions of section 3(b), previously referred to, were 
considered sufficiently broad to have made any specific exemption unnecessary. 





415 U.S.C. Sec. 80a—1(b). 

®' Hearings hefore Senate Committee on Banking and Currency on S. 3580, pt. 1, p. 33 
(76th Cong., 3d sess.), hereinafter referred to as Senate hearings. 

* Senate hearings on S. 3580, pt. 1, p. 177. 
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This was recognized by R. V. Fletcher, counsel for the Association of Ameri. 
can Railroads, who submitted the precursor of present section 3(c) (9). Thus, 
Mr. Fletcher stated: “A careful examination of 8. 3580 rather indicates that 
perhaps the bill was not intended to cover railroads and their subsidiaries.” 
Nevertheless, he submitted section 3(c)(9) as a “clarifying” amendment “jp 
order that all doubt might be removed”’.® 

In other words, the amendment was intended to make clear that a company 
which was primarily, not an investment company but, a railroad or a railroad 
holding company, i.e., controlling and operating railroad companies, was to be 
excluded from the operation of the Investment Company Act. It is to be noted 
that the presently proposed amendment to section 3(c)(9) is fully consistent 
with this original intention and would preserve the exclusion originally cop- 
templated. The amendment is intended only, as more fully pointed out below, 
to preclude the use of the section 3(c) (9) exception by a company which is 
not primarily a railroad or railroad holding company, but primarily an 
investment company. 

Mr. Fletcher, in the context referred to earlier, pointed out the desirability of 
avoiding “any overlapping of authority or any conflict between two Government 
agencies regulating the same matter’, particularly in light of the provisions of 
S. 2903 which had passed the Senate and was then pending before the House, 
The provisions of that bill, proposing amendments to the Interstate Commerce 
Act, would have granted the Interstate Commerce Commission extensive powers 
over the investment transactions of railroads and their noncarrier investment 
company subsidiaries. It was pointed out that the then existing provisions of 
the Interstate Commerce Act were not adequate to protect the interests of in- 
vestors in railroad securities.® §S. 2903 did not become law, and the Wheeler-Lea 
bill, which was subsequently enacted, contained no comparable provisions, thus 
leaving unchanged, in the substantive respects here relevant, the provisions of 
the Interstate Commerce Act described below. 

V. ICC regulation of holding companies and its purposes 

Railroad holding companies were first subjected to regulation by the ICC 
pursuant to the provisions of the Emergency Railroad Transportation Act of 
1933 (48 Stat. 217-220). The legislative history of that act makes it abundantly 
clear that its purpose was twofold, namely, (i) to prevent, through the holding 
company device, the unification of operating railroads without the ICC super- 
vision which was contemplated by the Transportation Act of 1920; and (ii) 
to prevent the holding companies from creating top-heavy capital structures which 
would create pressures on the operating railroad subsidiaries to indulge in un- 
sound financial practices in order to service excessive amounts of holding com- 
pany fixed-return securities.” The applicable provisions of the Interstate Com- 
merce Act are as follows: 

Section 5(2) provides, in pertinent part: 

“(a) It shall be lawful, with the approval and authorization of the Commission, 

* * * * * + o 


“(j) * * * For a person which is not a carrier to acquire control of two 
or more carriers through ownership of their stock or otherwise; or for a person 
which is not a carrier and which has control of one or more carriers to acquire 
control of another carrier through ownership of its stock or otherwise ; 


* * * * * « * 


“(c) in pasing upon any proposed transaction under the provisions of this para- 
graph (2), the Commission shall give weight to the following considerations, 
among others: (1) The effect of the proposed transaction upon adequate trans- 
portation service to the public; (2) the effect upon the public interest of the 
inclusion, or failure to include, other railroads in the territory involved in the 


7 Senate hearings on S. 3580, pt. 2, p. 777. 
8 Ibid. 


® Commissioner Eastland, speaking on behalf of the Interstate Commerce Commission, the 
sponsor of S. 2903, stated, inter alia, that because of the lack of powers over the invest- 
ments of railroads in subsidiaries, which in turn invested in noncontrolling interests in 
railroad and other securities, that the law as then in force was not “adequate to protect 
the investor in railroad securities.”” Hearings before a subcommittee of Committee of 
Interstate Commerce on S. 2610 (successor to S. 1310 and subsequently amended and rein- 
troduced as S. 2903), 76th Cong., 1st sess., p. 30. 

10 Hearings before the House Committee on Interstate and Foreign Commerce on H.R. 
9059, 72d Cong., 1st sess., pp. 67-74 : see also pp. 247-250. 
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proposed transaction; (3) the total fixed charges resulting from the proposed 
transaction ; and (4) the interest of the carrier employees affected. 


* * * * * * * 


“(e) No transaction which contemplates a guaranty or assumption of pay- 
ment of dividends or of fixed charges, shall be approved by the Commission 
under this paragraph (2) except upon a specific finding by the Commission that. 
such guaranty or assumption is not inconsistent with the public interest. No 
transaction shall be approved under this paragraph (2) which will result in an 
increase of total fixed charges, except upon a specific finding by the Commission 
that such increase would not be contrary to public interest.” ™ 

Section 5(3) of the Interstate Commerce Act provides as follows: 

“(3) Whenever a person which is not a carrier is authorized, by an order 
entered under paragraph (2), to acquire control of any carrier or of two or 
more carriers, such person thereafter shall, to the extent provided by the Com- 
mission in such order, be considered as a carrier subject to such of the following 
provisions as are applicable to any carrier involved in such acquisition of con- 
trol: Section 20 (1) to (10), inclusive, of this chapter, sections 304(a) (1) and 
(2) and 320 of chapter 8 of this title, and section 913 of chapter 12 of this 
title, (which relate to reports, accounts, and so forth, of carriers), and section 
20a(2) to (11), inclusive, of this chapter, and section 314 of chapter 8 of 
this title, (which relate to issues of securities and assumptions of liabiliy of 
carriers), including in each case the penalties applicable in the case of violations 
of such provisions. In the application of such provisions of section 20a of 
this chapter and of section 314 of chapter 8 of this title, in the case of any 
such person, the Commission shall authorize the issue or assumption applied 
for only if it finds that such issue or assumption is consistent with the proper 
performance of its service to the public by each carrier which is under the 
control of such person, that it will not impair the ability of any such carrier 
to perform such service, and that it is otherwise consistent with the public 
interest.” 

Sections 20(1) to 20(10) relate primarily to the authority of the ICC in 
connection with railroads and certain other carriers to require the filing of 
annual, periodic and special reports; they authorize the ICC to prescribe the 
times and forms for filing reports; and to establish uniform systems of accounts, 
rates of depreciation charges, and the forms of any accounts, records and 
memorandums to be kept (to which the ICC shall have access) ; they prescribe 
penalties for failure to comply with such requirements and authorize the insti- 
tution of mandamus proceedings to compel compliance. 

Motor carriers and water carriers are subjected to similar regulatory pro- 
visions by chapters 8 and 12, respectively, of the Interstate Commerce Act. 
Sections 20a(2) to 20a(11), in general, require the prior approval of the 
ICC for the issuance of securities and the assumption of liabilities. Section 
$14 subjects motor carriers and controlling persons thereof to the provisions 
of section 20a, but no provision is made for the regulation of water carriers 
or freight forwarders in this respect. 


VI. Comparison of investor protection afforded under the Interstate Commerce 
Act and under the Investment Company Act 


(a) Financial structure.—The standards of sections 5 (2) and (3) and 20a(2) 
of the Interstate Commerce Act for approval of the issuance of securities or 
assumption of liabilities by a holding company are designed essentially for the 
protection of the underlying carriers subject to its control, although questions 
of fairness to security holders have been given consideration by the ICC. The 
primary objective of these sections is the prevention of excessive fixed charges 
at the holding company level determined on a case-by-case basis in light of the 
purposes for which the securities are issued, and the capital structures of the 
controlled companies. To the extent that railroads and railroad holding com- 
panies attain sound financial structures, investors will undoubtedly be benefited. 

The capital structure requirements of the Investment Company Act are more 
definitive and particularly pertinent to an investment company, whether di- 
versified or nondiversified. Section 18 of the Investment Company Act, in 
recognition of the adverse effect on the public interest found by the Congress 





"The phrase “public interest” as used in section 5(2) of the Interstate Commerce Act, 
as amended, means “public interest in the maintenance of an adequate rail transportation 
system” (United States v. Lowden, 308 U.S. 225). 
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to result from excessive senior securities contains specific limitations and re. 
quirements as to the senior securities which may be issued by a registereg 
closed-end investment company.” Its purposes are twofold, namely, to afford 
adequate protection to the holder of the senior security itself, and to prevent 
the common stock of the investment company from becoming unduly speculative 
as a result of the leverage which attends senior securities. 

Section 18(a) of the Investment Company Act prohibits the issuance of senior 
securities representing indebtedness unless there is a minimum asset coverage 
of 300 percent for all such indebtedness, and provision is made to prohibit diyj- 
dends or distributions on the capital stock unless these asset coverages exist, 
Similarly, the issuance of senior securities representing preferred stocks is pro- 
hibited unless there is a minimum asset coverage of 200 percent for the com- 
bined indebtedness and preferred stock, and certain other restrictive investor 
safeguards are included, such as the power to control the board of directors ip 
the event of specified defaults in preferred stock dividends and dividend re. 
strictions. Long term warrants are prohibited by section 18(d) ; common stock 
must have equal voting rights pursuant to section 18(i). Section 23 contains 
restrictive provisions covering the sale of an investment company’s stock at legs 
than its net asset value. 

(b) Other protective measures not covered by the Interstate Commerce 
Act.—Because of its different primary objectives, the Investment Company 
Act contains provisions in addition to those noted above which are not touched 
upon in the Interstate Commerce Act. Section 21, for example, prohibits “up- 
stream loans” by an investment company to a controlling person. Section 23 is 
designed to protect investors from dilution or discriminatory treatment upon 
the repurchase by the investment company of any of its outstanding stock. 

A most important provision designed to protect the investment company 
against improvident self-dealing transactions with “insiders,” and other affil- 
iated persons, is found in section 17 (a) and (b), which prohibit most insider 
transactions unless excepted by specific order of the Commission pursuant to a 
finding, among other things, that ‘the terms of the transactions, including the 
considerations to be paid or received, are reasonable and fair and do not in- 
volve overreaching.” The statute provides for a hearing at which interested 
persons, including public investors, may be heard and present evidence bearing 
on the question of whether the foregoing statutory standard has been satisfied, 
In addition, protective measures are contained in subsections (d), (e), (f), 
(g), (h), and (i) of section 17. Subsection (d) prohibits “insiders” from par- 
ticipating jointly with the investment company in certain transactions in con- 
travention of SEC rules to prevent unfairness to the investment company. Sub- 
section (e) prevents rebates, indirect commissions, or “kickbacks” on the pur- 
chase and sale of the investment company’s properties or securities and the 
charging of excessive brokerage commissions; subsections (f) and (g) contain 
provisions designed to safeguard the assets of the company by custodial arrange- 
ments and the bonding of persons with access to cash or securities; subsections 
(h) and (i) prohibit certain exculpatory charter or bylaw provisions which 
would purport to protect certain insiders from liability to the company for will- 
ful misconduct, bad faith, gross negligence or reckless disregard of their duties. 

Other investor protective measures provided by the Investment Company 
Act pertinent to the type of investment company here involved include: require- 
ments for a minimum number of independent directors (section 10) ; require 
ments for specific statements of the investment policies of the company and 
a requirement that stockholders must consent to any change therein (sections 
8(b) and 13(a)); restrictions against pyramiding of investment companies 

(section 12(d)) and cross-ownership (section 20(c)); provisions covering the 
election of directors (section 16(a)) and the appointment of independent ac- 
countants (section 32). The Commission is authorized to bring suit to enjoin 
plans of reorganization believed to be grossly unfair (section 25(c)) and to 
cause the removal of management found to be guilty of gross misconduct or 
gross abuse of trust (section 36). Section 19 requires that the source of divi- 
dends, whether from capital or earnings, be disclosed to shareholders. 

Reporting requirements under both acts are discussed below. 





® Section 1(b) (7) of the act provides that “the national public interest and the interest 
of investors are adversely affected—* * * ‘(7) when investment companies by excessive 
borrowing and the issuance of excessive amounts of senior securities increase unduly the 
speculative character of their junior securities; * * *” 
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The foregoing presentation should make it abundantly clear that just as the 
pasic purposes of the Interstate Commerce Act and the Investment Company 
Act differ, so do the kinds of regulation imposed under both acts differ and the 
powers granted to the agencies administering this regulation. While both over- 
lap in a limited area, they do not necessarily coincide nor are they coextensive. 
Some of the transactions in which Alleghany has engaged, which were not sub- 
ject to the approval of the ICC but would have been subject to the approval of 
the SEC in the interests of investors, are set forth in appendix A. 

In the light of the foregoing there would seem to be no basis for Mr. Wallace’s 
statement that the ICC jurisdiction and scrutiny in the interests of investors is 
“more sweeping and pervasive” than the jurisdiction specifically designed for 
those interests in the Investment Company Act. We need note only that Chair- 
man Tuggle of the 1CC in his letter to the Senate, dated June 16, 1959, stated 
that he sees “no good reason why either a carrier or a nonearrier which is 
primarily engaged in the business of an investment company should be exempt 
from the broader regulation applicable to other investment companies which is 
provided for in the Investment Company Act,” save for limited purposes. 


VII. Concurrent regulation by the SEC and the ICO 


As the committee is aware we have submitted a revised section 7, which would 
add a new paragraph (C) to section 3(c)(9) and add a new section 6(f) to 
the act. ‘These revisions have been worked out with the Interstate Commerce 
Commission. Their purpose and effect is set forth in a separate memorandum 
submitted herewith. The bill as revised would (a) subject the investment 
activities of these essentially investment companies to regulation under the In- 
yestment Company Act and (b) subject the carrier and related activities of 
these companies and their operating subsidiaries to the exclusive regulatory 
jurisdiction of the Interstate Commerce Act. It also embodies an accommoda- 
tion in those areas in which, because of the dual nature of the companies in- 
volved as investment companies with control over carriers or with some carrier 
operations, their activities may impinge on the national public interest as it is 
expressed in the Investment Company Act and as it is expressed in the Inter- 
state Commerce Act. 

The area of overlapping jurisdiction, is fortunately, not great. As noted, the 
ICC has jurisdiction over the acquisition of control of two or more carriers by 
persons who are not carriers. The Investment Company Act requires only that 
the intention to acquire such control be stated among the investment policies 
which the company adopts. No conflict is to be anticipated here. 

If the acquisition of control over carriers is to be made from an affiliated 
person of the investment company, it would require a finding by the SEC under 
section 17 that it was a fair transaction before it might be consummated. How- 
ever, the SEC is of the view that such an acquisition is essentially a carrier 
operation as a “unification of railroads,” and therefore of direct concern to the 
ICC in the implementation of the national transportation policy. Accordingly, 
as manifested in the new section 6(f), we propose that a transaction of this 
character be subjected only to the scrutiny of the ICC. Presumably the ICC’s 
powers are sufficiently pervasive to consider any unfairness aspect of the matter. 
Similarly, were this hypothetical acquisition of a controlling block of stock of 
a railroad to be financed by the issuance of securities, ICC approval thereof 
under section 20a would be required. If these securities meet the standards 
of section 18 of the Investment Company Act no approval of the SEC would 
be required even if the company were fully subject to the requirements of the 
Investment Company Act. Here again, since the unification of railroads is at 
issue and the security issuance is incidental, we propose in section 6(f) to make 
section 18 inapplicable to this type of transaction and thus preserve the exclu- 
sive and plenary jurisdiction of the ICC under section 20a. 

In keeping with our approach where matters of carrier operations are directly 
involved, we further propose in section 6(f) that companies which are primarily 
engaged in carrier or related operations and which are affiliates of an invest- 
ment company, be exempted from the affiliate restrictions of section 17 of the 
Investment Company Act in their transactions between themselves or with 
other persons relating to their carrier or related operations. This exemption 
contained in new section 6(f), is designed to reach the problems which Mr. 
Gray, counsel to the New York Central, outlined in his statement to this 
committee. 
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So far as the investment activities of the investment-holding company are 
concerned, many of these activities are beyond the reach of the Interstate Com. 
merce Commission and presently are unregulated. The effect of the reviseg 
bill would be to subject certain of these activities to regulation solely under the 
Investment Company Act. Obviously no conflict of regulation will arise jp 
these situations.” 

We turn now to the areas in which there will be dual regulation; namely 
the issuance of securities, accounting and reporting. E 

We propose that the issuance of securities by investment-holding companies, 
for purposes other than the financing of carrier or related operations or the 
acquisition of control over carriers, be subject to reguiation under the Inter- 
state Commerce Act and the Investment Company Act. 

In a given case the provisions of section 18 of the Investment Company Act 
may impose more restrictive standards on the issuance of senior securities (ie, 
debt and preferred stocks) than may be thought necessary by the ICC under 
section 20a in order to limit the parent company’s fixed charges in the interests 
of controlled carriers and their security holders. It is difficult to see how compli- 
ance with these more restrictive standards will detrimentally affect these ip. 
terests. To the extent that the converse situation obtains the ICC jurisdiction 
will remain and its exercise will be without detriment to the parent company 
investors. 

Similarly, the interests of carriers and their security holders would not be 
adversely affected if a parent investment company could not finance its invest. 
ment activities, or make adjustments in its capital structure, by the use of long 
term warrants or rights to purchase common stock, which are proscribed by the 
provisions of section 18(d) of the Investment Company Act. 

Alleghany has represented to this committee that the ICC in approving the 
exchange of its convertible 6 percent preferred stock for its outstanding 5% per- 
cent preferred stock determined that the “best interests of the national transpor- 
tation system and of investors in Alleghany justified the issuance of Alleghany’s 
6 percent preferred stock.” Alleghany would thus imply that the action of the 
SEC in failing to exempt the issuance of this stock from section 18(d) of the 
Investment Company Act was detrimental to these interests. Contrary to Al- 
leghany’s representation the ICC stated: 

“It does not appear that the proposed issue will adversely affect any carrier 
under the control of the applicant, or impair such carriers’ ability to serve the 
public. Nor, with the modification hereinafter stated, does it appear that the 
proposal will be unfair or inequitable to any class of the applicant's stockholders.” 

It then made the statutory findings required by the Act.” 

The preferred stock exchange was designed as a method of eliminating the 
arrears on the outstanding preferred stock, which had been accumulating for 
over 25 years. Thus, the impediment to payment of dividends on Alleghany’s 
common stock would be removed. Other methods of accomplishing this objective 
existed. The record created before the SEC disclosed that these alternatives 
were not considered by Alleghany’s management to be as advantageous to the 
holders of common stock. The SEC found that the new preferred stock was in 
essence a right to purchase common stock within the intendment of section 18(d) 
of the act. This right to purchase was not only a highly volatile and speculative 
security, but it rendered the common stock as well highly volatile and specula- 
tive. Both securities were rendered inherently difficult to evaluate and the 
very experts introduced to support the exemption application differed sharply 
as to values. In the light of the entire record, the SEC could not find the 
exemption consistent with the protection of investors. 


13 Certainly, the many unregulated transactions in which Alleghany has engaged, shown 
in ppgensts: A, do not evidence a particular concern for the interests of investors in its 
subsidiary railroad securities whom Alleghany now so vigorously seeks to protect from the 
alleged inexpertise of the SEC. We do not comment upon the protection afforded the 
interests of Alleghany’s own investors to be found in these unregulated transactions since 
many of them formed the basis of derivative stockholders’ actions which are now in the 
process of settlement. 

4 The ICC found that the transactions were “consistent with the proper performance of 
its service to the public by each carrier which is under the control of such corporation, 
that it will not impair the ability of any such carrier to perform such service, that it is 
otherwise consistent with the public interest. and that it (a) is for lawful objects within 
its corporate purposes and compatible with the public interest, which are necessary and 
appropriate for and consistent with the proper performance by such carrier of service to 
the public as a common carrier, and which will not impair its ability to perform that 
service, and (b) is reasonably necessary and appropriate for such purposes.” 
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Because of the adverse effect of this type of security on investors, both present 
and future, the Investment Company Act proscribes management's choice to 
issue this type of security and compels a more conventional method of ac- 
ecomplishing the objectives sought by the proposed exchange. It is this kind 
of restriction on management’s choice, made in the interests of one class of its 
security holders, which causes Alleghany’s present obsession with “strangula- 
tion,” rather than dual regulation. 

Section 23 of the Investment Company Act would also be applicable to the 
issuance of securities for investment purposes. Generally speaking section 23 
prohibits the issuance of securities for services or property and prevents the 
issuance of common stock at less than net asset value. Refusal of the SEC or 
ICC to permit the issuance of watered securities or securities resulting in dilution 
would not adversely affect either interest these agencies seek to protect, nor would 
it create any conflict. : 1 

Of the same genre are the conflicts which Alleghany suggests might exist if the 
SEC invokes the powers under section 25 of the Investment Company Act to 
“thwart” ICC approval of securities. The only powers under section 25 which 
could be used in the manner suggested are those granted to a district court of 
the United States to enjcin the consummation of any plan of reorigination which 
the court determines “to be grossly unfair or to constitute gross misconduct or 
gross abuse of trust on the part of the officers, directors, or investment advisers 
of such registered company or other sponsors of such plan.” Even were the 
farfetched assumption to be made that the ICC would approve the issuance of 
securities in connection with such a plan, its plenary and exclusive jurisdiction 
may in any event be thwarted under existing law by a suit of stockholders. 
Section 25 merely grants the SEC the power to bring proceedings, in the statu- 
tory words, “upon behaif of security holders of such registered company, or any 
class thereof.” It creates no new conflicting rights. 

Section 30 of the Investment Company Act, as interpreted by the SEC, imposes 
no requirements as to the keeping of accounts other than compliance with sound 
accounting principles. This would not require any changes in the method of 
internal accounting followed by the type of investment companies we are con- 
cerned with here. The reports required to be filed with the SEC under the 
Investment Company Act would contain all of the substantive data and most 
of the details contained in the reports currently being filed with the ICC. The 
reports to the SEC would be supplemented, however, with data essential to the 
interests of investors, such as disclosure of realized gains or losses on invest- 
ments, statements of unrealized appreciation or depreciation of investments, 
information showing the value as well as the cost of each investment and 
information showing separately the distribution made to shareholders from net 
investment income and from realized gain on investments. Information is also 
required as to ratios of operating and management expenses to average value 
of total net assets and total investment income. 

Any fears that the interests of the consumer and investor public in carriers 
might be adversely affected by concurrent SEC regulation of these investment 
companies are wholly without foundation. The SEC is fully aware of the impact 
of parent company activity on its subsidiaries and the consumer and investment 
interests therein. Indeed, the fundamental purposes of the Public Utility Hold- 
ing Company Act of 1935, which the SEC administers, is the protection of the 
public interest and the interests of investors and consumers. To this end exten- 
sive powers over the affairs of electric and gas utility holding companies and 
their operating subsidiaries are granted the SEC. State regulation of operating 
utility companies is thus to be made more effective. Similarly, certain electric 
utility companies which are subject to the Federal Power Commission juris- 
diction in respect of rates, accounting and other regulatory matters, are also 
subject to the SHC’s concurrent jurisdiction, which is paramount in the event 
of conflict. 

Alleghany has sought to create the impression that if it were subject to 
regulation under the Investment Company Act many of the securities which it has 
issued would be unlawful and to the extent that conversion or exchange rights 
exist thereunder they would be inoperable. The Investment Company Act has 
never been construed to invalidate the rights created by securities which were 
issued by companies in good faith at a time when they were not subject to the 
Act. Alleghany’s status at the time it issued its outstanding securities has been 
definitively determined by the Supreme Court of the United States. We do not 
believe, as Alleghany has suggested to the SEC, that the bill need include specific 
provisions to affirm the validity of these contract rights. 
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APPENDIX A 


This appendix contains a summary of various transactions in which Alle. 
ghany has engaged since October 4, 1945, which would have been subject to 
regulation under the Investment Company Act and Alleghany been registereg 
under that act. This summary is not represented as being definitive since the 
SEC does not have knowledge of all of the activities and transactions of 
Alleghany since it ceased to be a registered investment company. We have 
examined available reports and other information filed by Alleghany with the 
SEC and from this source have made up the following list of transactions which 
would have required an order of approval or exemption prior to their con- 
summation, or would have been prohibited under one or more provisions of the 
act had Alleghany been a registered investment company during that period, 
The inclusion of a transaction in the list is not in any sense intended to imply 
that it would not have been approved or exempted by the SEC upon appropriate 
application therefor and the development of an adequate record. We shall also 
show whether such transaction, under the current proposals of the SEC, would 
have been subject to the exclusive regulation by either the SEC or ICC or dual 
regulation. 


(a) Transactions involving section 17 of the Investment Company Act 


(1) The last of Alleghany’s interest in the C. & O. was sold to Cyrus S. Baton 
on or about January 18, 1954. Inasmuch as Mr. Eaton was chairman and presi- 
dent of Portsmouth Steel Corp., 18 percent of whose voting securities were then 
owned by Alleghany, this was a sale by Alleghany to an “affiliated person” 
(Eaton) of an “affiliated person” (Portsmouth) of an investment company as 
defined in the Investment Company Act. Assuming the applicability of that act, 
the transaction was not carried out in conformity with section 17 because it was 
not exempted by the SEC. This was not subject to regulation by the ICC and 
would not be so subject. 

(2) On July 15, 1954, Clint W. Murchison and Sid Richardson sold to 
Alleghany an aggregate of 300,000 shares of New York Central for $7,500,000, 
In connection with the sale, separate joint venture agreements were entered into 
between Alleghany and Murchison Bros. and between Alleghany and Richard- 
son, in which Murchison Bros. and Richardson each borrowed from Alleghany 
the sum of $3,750,000. Sid Richardson and Clint W. Murchison and Murchison 
Bros. are affiliated persons of affiliated persons of Alleghany. Assuming the 
applicability of the Investment Company Act, the sale of stock to Alleghany 
would be a transaction between Alleghany and affiliated persons of affiliated 
persons of Alleghany and would have been subject to section 17(a) (2) and, in 
the case of the loan, section 17(a)(3) of the Investment Company Act of 1940. 
These transactions were not subject to ICC regulation and would not be so 
subject. 

(3) On January 20, 1950, Robert R. Young and Allan P. Kirby, officers and 
directors (i.e. affiliated persons) of Alleghany, transferred to Alleghany certain 
shares of Alleghany’s preferred stock, series A, on which dividends were in 
arrears to the extent of approximately $103 per share, in exchange for the 
common stock of IDS, the cost of which to Alleghany was $392,800. Section 
17(a) (2) would have applied to the exchange because it constitutes a purchase 
of the IDS stock within the meaning of the Investment Company Act. This 
transaction was not subject to ICC regulation and would not be so subject. 

(4) During 1952 Herman R. Neff, a director of Alleghany (i.e. affiliated 
person), borrowed $67,500 from Alleghany in connection with the purchase for 
$67,500 by Neff from Alleghany of 5,000 shares of stock of Portsmouth Steel 
Corp. Section 17(a)(3) would have applied to the borrowing and section 
17(a) (2) to the purchase. This transaction was not subject to ICC regulation 
and would not be so subject. 

(5) Alleghany has a continuing joint-venture agreement with Murchison 
Bros, (affiliated person of an affiliated person) for various types of property 
and security transactions. This agreement contemplates the making by 
Alleghany of secured loans to Murchison Bros. Section 17(a) (3) would apply 
to the loans and section 17(d) would appear to apply to the joint venture. The 
transactions entered into pursuant to the joint venture have not been subject to 
ICC regulation, nor has the joint venture agreement, and apparently would not 
be so subject. 
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(b) Transactions involving other sections of the 1940 act 


(6) In the spring of 1949 Alleghany purchased over 91 percent of the out- 
standing voting stock of IDS. Section 12(d) provides that “It shall be un- 
lawful for any registered investment company * * * to purchase or otherwise 
acquire * * * any security issued by * * * (1) any other investment com- 
pany * * *”, except under certain circumstances not here pertinent. This trans- 
action was not subject to ICC regulation and would not be so subject. 

(7) The purchase on January 20, 1950, by officers of Alleghany of stock of 
IDS was made pursuant to an offer extended only to the officers of Alleghany to 
tender their preferred stock, series A, of Alleghany in exchange for the stock 
of IDS. Section 23(c) prohibits a registered closed-end investment company 
from purchasing any securities of any class of which it is the issuer, except, 
“(2) pursuant to tenders, after reasonable opportunity to submit tenders given 
to all holders of securities of the class to be purchased; or (3) under such other 
circumstances as the Commission may permit by rules and regulations or orders 
for the protection of investors in order to insure that such purchases are made 
in a manner or on a basis which does not unfairly discriminate against any 
holder of the class or classes of securities to be purchased.” 

On Ocober 24, 1952, Alleghany offered to the holders of its cumulative 514 per- 
cent preferred stock, series A, the right to exchange a share of such stock for a 
newly created 5-percent sinking fund debenture, series A, due November 1, 1952, 
in the principal amount of $100 and a warrant unlimited in time to subscribe 
for and purchase 20 shares of the common stock of Alleghany at a price of $3.75 
a share. 

Section 18(a) (1) would have prohibited the issuance of the debenture because 
the exception in section 18 for refundings does not except the refunding of 
preferred stock by indebtedness. 

In addition, section 18(d) would have prohibited the issuance of the sub- 
scription warrants without limitation as totime. The issuance of the debenture 
and warrants was subject to ICC regulation and would continue to be so subject 
as well as being subject to SEC regulation. 

(9) On August 6, 1957, Alleghany granted to David W. Wallace, an officer, a 
restricted stock option to purchase up to 25,000 shares of its common stock at a 
price of $8.37 per share on or before May 2, 1961. This issuance is but one of 
several such issuances pursuant to a plan adopted in 1951 for the issuance of 
options to officers. Section 18(d) would be applicable to this long-term right to 
purchase common stock. 

The issuance of common stock pursuant to the option was subject to regulation 
by the ICC and would continue so subject in the event that SEC exempted the 
option from the prohibitions of section 18(d). 


Mr. Gapssy. Basically, the modifications we now submit com- 
pletely remove companies which are purely railroad holding 
companies from our jurisdiction. In the case of the hybrid invest- 
ment-carrier-holding companies to which I have referred, the car- 
rier aspects of their systems are left exclusively under the control 
of the Interstate Commerce Act. Their other activities are subject 
exclusively to the provisions of the Investment Company Act as are 
those of any other investment company, except that the issuance of 
securities for noncarrier purposes must meet the standards of 
both statutes. In this manner, the national transportation policy 
embodied in the Interstate Commerce Act and the protection of 
investors envisaged by the Investment Company Act will both be 
fully promoted. There will be no conflicting regulation as feared by 
Mr. David Wallace of Alleghany Corp., but only an harmonious and 
complete effectuation of congressional policy. 

We circulated the proposed substitute statutory language among 
the industry representatives who testified in these hearings on this 
matter. We have been advised by counsel for Atlantic Coast Line Co., 
New York Central Railroad Co., and the Association of American 
Railroads that they do not have the objections to the present proposal 
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which they urged before this committee in connection with the 
previous draft. 

Alleghany Corp., as might be expected, opposes the modification, 
Mr. David Wallace testified before you that there was no difficult 
as such in being subject to our agency’s regulation. He is simp] 
against regulation by two agencies even though Alleghany, by its 
own choice, is a hybrid company and may fall within the scope of 
two acts of Congress, each of which is deemed necessary in the public 
interest. In this connection, the testimony in this record concern- 
ing the present litigation involving the Murchisons is of interest, 
Alleghany had exchanged some of its holdings of voting stock of 
Investors Diversified Services for nonvoting stock. As part of a 
settlement of a stockholder’s derivative suit, this exchange is now to 
be reversed. Had Alleghany been subject to the Investment Com- 
pany Act, the exchange would have been prohibited under section 
17 and could have salt been effected if our Commission found in 
substance that the transaction was fair. All parties would have been 
spared expensive and essentially useless litigation. 

Mr. Wallace’s fears which he expressed in these hearings that there 
will be a retroactive application of the Investment Company Act 
which would invalidate some of the outstanding securities of Alle- 
ghany is an obvious strawman without the slightest substance, 

ikewise section 23(b), to which Alleghany refers, would not, in 
our view, bar the conversion into common stock of Alleghany’s out- 
standing convertible preferred stock or the exercise of its outstand- 
ing warrants for common stock in accordance with the terms of these 
securities. These securities were issued when Alleghany was not 
registered under the act and there is no question of evasion involved. 

oth the convertible preferred stock and the warrants were 
approved by the Interstate Commerce Commission as was the com- 
mon stock on which these securities have a call. If Alleghany 
becomes a registered investment company and has any doubt in this 
regard, we shall, pursuant to the specific authority granted under 
section 23(b), so order upon application by Alleghany. 

Essentially, it would seem that no modification would satisfy Alle- 
ghany except an assurance that it would be free of the Investment 
Company Act. If the proposed amendment is adopted, as we hope 
it will be, Alleghany’s status will be determined on the basis of facts 
adduced at a hearing at which Alleghany will have a full opportu- 
nity to be heard. If it does not fall within the standards of the 
exception in section 3(c) (9), it will be free of regulation under the 
Investment Company Act. 

Speaking of hearings, I found it of interest that Mr. Wallace 
complained here that our Commission in 1956 ignored a staff recom- 
mendation. This demonstration of the fact that our Commission 
exercises its own independent judgment in a quasi-judicial proceed- 
ing to which our staff was a party is painted as indicating a gross 
miscarriage of justice. It is amusing to note that, in contrast, Mr. 
Jess Halsted, in his general criticism of the administrative process, 
complained that some agencies are run more by the staff than by 
appointed commissioners although he did add that this was not true 
of our agency. 
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In closing, the fundamental theme underlying the objections to 
our proposals is a fear of administrative abuse. The history of the 
95 years of our Commission does not show any example to which 
your witnesses could point. This is, as your subcommittee realizes, the 


. 


classic remonstrance of the regulated industry to a solidification of 
the powers over it of the regulating agency. 

I would now like to offer the memorandum, to which I referred at 
the outset of my testimony, which discusses certain additional mat- 
ters raised in the statements filed by the National Association of 
Securities Dealers and the New York Stock Exchange. 

Mr. Mack. Without objection, that will be included in the record 


at this point. 
(Information referred to follows :) 


MEMORANDUM OF THE SECURITIES AND EXCHANGE COMMISSION ON STATEMENTS 
FILED BY THE NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC., AND THB 
New YorK Stock EXCHANGE 


1. The National Association of Securities Dealers favors sections 3 of H.R. 
5001 which would increase from $300,000 to $500,000 the exemptive ceiling in 
section 3(b) of the Securities Act of 1933. The association, however, seems to 
question the need for and scope of the companion provisions of the bill, sections 

nd 10. 

: Section 5 would impose civil liabilities for false and misleading filings with 
the Commission that are employed in certain exempt offerings, and section 10 
would impose criminal liability for willful misstatements or omissions in docu- 
ments filed with the Commission. It is not unreasonable, indeed fairness requires, 
that those who are responsible for the falsity or misleading character of the 
information contained in documents which have been filed with the Commission 
and employed in connection with an offering exempt from registration should 
be held civilly accountable to investors who are victims of fraud.* Furthermore, 
the statute should make it prefectly clear that criminal sanctions can be imposed 
upon a person who has wilfully filed false or misleading statements with the 
Commission in connection with any required filing under the act. During the 
Senate hearings, as indicated by the association, a practicing attorney, James 
W. Robinson of Frueauff, Ferrell, Shanley & Johnsen, testified that strengthening 
these civil and criminal liabilities would result in an increased esteem both by 
the investing public and by reputable dealers for the offering circulars used 
in these small issues and thus assist small business in its search for capital 
(Senate transcript pp. 255-260). 

2. The association’s comment on section 7 of the bill is based on unwarranted 
fears. Section 7 would make it clear that upon a proper showing an injunc- 
tion would issue against a person who has violated the statute, or a rule or 
order thereunder. This clarification is wholly consistent with judicial precedent. 
See, for example, Otis € Oo. v. S.H.C., 106 F. 2d 579 (C.A. 6, 1939). Under 
the amendment the courts would still have their traditional equity power to 
determine whether or not an injunction is appropriate in the circumstances. It 
should also be noted that the injunction here involved merely restrain viola- 
tions of the statute. They do not prohibit the sale of the securities if the 
statute is complied with. 

3. The association further suggests that section 7 of H.R. 5001 should be 
modified so that in an injunctive proceeding brought to enjoin violations of a 
Commission order, the respondent should be entitled to attack collaterally the 
validity of the order. The New York Stock Exchange makes the same sug- 
gestion with respect to a similar provision, section 24, of H.R. 2480. 

The proponents of this view do not contend that the respondent is without 
his existing statutory right to seek timely review of the Commission order. 
They suggest that the respondent, not having availed himself of his statutory 





1 This committee in refusing to increase the exemptive ceiling in 1954, assigned as one 
of its reasons the fact that the Securities Act did not contain an appropriate civil liability 


provision to protect the defraued investor. House of Representatives Report No. 1542, 83d 
Cong., 2d sess., p. 18. 
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right of review, should be given a second bite when he decides to disobey the 
Commission order. Any statutory sanction to this concept of collateral attack 
would strike at the very core of established procedures for judicial review of 
agency orders. 

4. The New York Stock Exchange has voiced an objection to section 22 of 
H.R. 2480 which would make clear that aiders and abettors may be reached ip 
civil and administrative proceedings. 

It has long been a well-settled principle of criminal law that aiders ang 
abettors are equally culpable as principals for the commission of offenses. The 
Federal Code in 18 U.S.C. § 2(a) provides: ? 

“Whoever commits an offense against the United States or aids, abets, coup. 
sels, commands, induces, or procures its commission, is punishable ag a 
principal.” 

It is proposed to add a provision to the Securities Acts which would make 
this aiding and abetting principle equally applicable to civil and administrative 
proceedings. The principle was applied by one district court to an injunction 
action instituted by the Commission by analogy to the criminal provisions cover. 
ing aiding and abetting.* 

Suffice it to say that if an aider or abettor may be sent to jail for miscop. 
duct, he surely should be answerable civilly or in administrative proceedings, 
The proposed addition would make manifest this responsibility. Nor should 
there be any concern as to the approximate application of the principle. Ag 
the Supreme Court pointed out in Nye & Nissen v. United States, 336 U.S. 613, 
at 618-619: 

“* * * The trial court charged that one who aids, abets, counsels, commands, 
induces, or procures the commission of an act is as responsible for that act 
as if he committed it directly. That theory is well ingrained in the law. See 
§ 332 of the Criminal Code, 18 U.S.C. § 550 now §2; United States v. Johnson, 
319 U.S. 503, 518; United States v. Dotterweich, 320 U.S. 277, 281. In order 
to aid and abet another to commit a crime it is necessary that a defendant ‘in 
some sort associate himself with the venture, that he participate in it as in 
something that he wishes to bring about, that he seek by his action to make it 
succeed.’ L. Hand, J., in United States v. Peoni, 100 F. 2d 400, 402.” 

This principle is particularly relevant to those provisions in the securities 
statutes which refer to particular classes, such as the provisions in the Exchange 
Act which refer to brokers or dealers. In any event, there should be no objec. 
tion to rendering enforcement more effective by codifying this “well ingrained” 
principle into the securities statutes. For no person who associates himself 
with and assists in the commission of a violation should be immune from 
administrative or civil actions, particularly where the same conduct would 
subject him to criminal prosecution. 

5. Section 10 of H.R. 2480 would make clear that the statute covers the 
“front-money” racket, that is, obtaining money from an issuer for alleged 
services in arranging an underwriting or financing for the issuer, without 
actually intending or being in a position to arrange the proposed underwriting 
or financing. While not disputing that this type of conduct is fraudulent, the 
New York Stock Exchange would nevertheless exclude it from the scope of the 
antifraud provisions of the statute. In our opinion, the “front-money” racket 
is related to the capital markets and the flotation of capital and is a proper 
subject of the securities laws. 

If the courts afford civil recovery for damages to a victim of manipulative 
and deceptive devices in connection with an attempt to buy or sell securities, 
this surely would seem to be no basis for rejecting the Commission’s proposal, 
although the exchange seems to consider that recovery against the wrongdoer 
might be improper. 


Mr. Gapspy. Thank you very much, Mr. Chairman and members of 
the committee, for your courtesy in listening to this rather lengthy 
explanation. 


2Subdivision (b) of this section further covers a situation where a party uses an inne 
cent agent or instrumentality to commit an offense. It provides: 

“Whoever willfully causes an act to be done which if directly performed by him or 
another would be an offense against the United States, is punishable as a principal.” 

8 See 8.2.C. v. Time Trust (N.D. Cal., S.D. 1939), 28 F. Supp. 34, 43. 
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Mr. Mack. I want to say that we appreciate your statement because 
there was some concern in our minds about the legislative program 
you had presented. You had several amendments to this so-called 
legislative program that were submitted to the Congress earlier this 

ear. The testimony in the Senate indicated further changes in this 
program and I thought it was very important to come back so that 
we could have your program as amended. 

Mr. Gapssy. Precisely, sir, and we are very happy to do it. 

Mr. Mack. We appreciate it very much. 

Mr. Dollinger ? 

Mr. DotiincEer. No questions, Mr. Chairman. 

Mr. Mack. Mr. Hemphill? 

Mr. Hempuiti. Noquestions, Mr. Chairman. 

Mr. Mack. I just want to inquire about the opposition to H.R. 
9480, the amendment to the Securities and Exchange Act of 1934. 

Witnesses testifying before the committee indicated opposition to 
sections 8, 10, 22, and 24, and I do not believe that you covered those 
in your testimony this morning. 

If you would like to comment on that and submit it as an additional 
statement, we would be glad to have you doso. 

Mr. Gapssy. We don’t recall any objections to section 8 of the bill. 

However, the other sections you mention are covered I think in the 
memorandum which we filed at the end of our testimony. 

Mr. Mack. In the event they are not covered in the memorandum, 
we will certainly grant you permission to include it in a supplemental 
statement. 

Mr. Gapssy. If you or your counsel come to the conclusion that there 
is any additional information you wish, we are of course in residence 
on Second Street and we will be very happy to furnish such informa- 
tion as you wish. 

Mr. Mack. Also, on the Securities Act, there was a statement filed 
by the National Association of Securities Dealers objecting to sections 
5and 10. 

Mr. Gapssy. They are also covered in the memorandum which we 
filed. 

Mr. Mack. And they also object to section 7, to the issuance of in- 
junctions for past violations. 

Mr. Gapssy. That I believe you will find also covered in our memo- 
randum, Mr. Chairman. 

Mr. Mack. I wanted to inquire about the amendments to the Trust 
Indenture Act, H.R. 5002. We had a witness appear before us 
representing the Pacific Gas & Electric Co. from San Francisco and 
in the course of the hearings I inquired as to how many companies 
would come under this amendment suggested. He was not certain 
and I asked him to make an investigation, as I thought that was 
important. He wrote to me under date of July 27. He indicated 
that he had checked with the General Counsel of the Securities and 
Exchange Commission and that he had made a limited study trying 
to determine whether anyone else would be affected by this amend- 
ment. He replied that they would be the only one. 

Mr. Gapssy. My understanding is that that is true. They are in 
a very peculiar position, that particular company, and I don’t think 
any other company is in exactly that position. 








420 SECURITIES ACTS AMENDMENTS, 1959 


Mr. Macx. This is almost in the category of being a private bill, 

Mr. Gapssy. It is. 

Mr. Mack. Introduced in the Congress for the relief of one indi. 
vidual concern. 

Mr. Gapssy. I am willing to admit that there is no other alter. 
native in this particular case. 

Mr. Mack. Of course Members of Congress, I think, quite often 
support similar legislation, that is, instead of using a private bill, 
they cover a general category that will include the one party they 
are interested in, and it seems that this is a similar case being recom. 
mended by you. 

Mr. Gapssy. I am frank to admit that I do not know of any other 
company that falls exactly in that category. 

Mr. Macs. Thank you very much. I wanted to clarify that. | 
was not being critical of the Commission; I just wanted to have this 
pointed out. 

Mr. Gapssy. Mr. Chairman, we have realities to face in our busi- 
ness and this is one of the realities we have to face, that this particular 
company is outside of the statute and its peculiar facts warrant special 
treatment. It can be done by a private bill, or it can be done by 
amendment as we have done. 

I think the logical way to do it, as long as we are amending the 
statute anyway, is to amend it to cover that point. 

Mr. Mack. This was undoubtedly called to your attention by these 


ae 
r. Gapspy. We have known it for some years. 

Mr. Mack. Mr. Chairman, I know that you implied this in your 
statement, but just to be certain, this proposal now as you have pre- 
sented it on this day is the legislative program that you would like 
to have enacted ? 

Mr. Gapssy. The only caveat that I have to offer, Mr. Chairman, 
is not our doing. It is the question of approval of the Department 
of Justice to section 30. 

Mr. Mack. I notice that you said it is not an abandonment of the 
purpose of the original proposal. 

Mr. Gapspy. No, sir. 

Mr. Mack. And I understand that, but at the same time I think 
that the committees are entitled to have the legislative program de- 
fined, certainly prior to the time that they go to the floor of the 
House of Representatives and know what the program of the Com- 
mission is. 

Mr. Gapssy. There are two answers to that Mr. Chairman. 

In the first place, I appear before you now with the definitive recom- 
mendations of the Commission. 

The second is that we conceive that if there is any purpose in 
hearings before committees, it is to bring out in the open the criti- 
cisms and to lay the groundwork for a sound statute to be presented 
on the floor. 

Mr. Mack. We are in complete agreement on that. I think that 
these hearings on both sides have served a very useful purpose, but 
it was my understanding, and the reason I make such an issue of 
this, that some people have made statements concerning your legis- 
lative program for quite some time and I just wanted to make very 
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clear that you have had certain changes in the program that you are 
presenting and I think that we are entitled to know what your pro- 
gram is to the nth degree by the time it is presented, especially if 
representatives of your agency would argue that this is a program 
that approaches being 2 years old. If it were a fact, by this time 
it would be well firmed up. 

Mr. Gapssy. It is as well firmed up as anything I can conceive of. 

Mr. Mack. Thank you, Mr. Commissioner. We appreciated your 
statement. It was avery fine statement. 

Mr. Gapssy. Thank you, sir. 

Mr. Mack. This concludes the hearing on the legislative program 
of the Securities and Exchange Commission. The committee will 


stand adjourned. 
(The following material was submitted for the record :) 


New York Stock EXCHANGE, 
New York, N.Y., August 7, 1959. 

Mr. W. E. WILLIAMSON, 
Chief Clerk, Interstate and Foreign Commerce Committee, 
House of Representatives, Washington, D.C. 
DeaR Mr. WILLIAMSON: In accordance with the telephone conversation between 
you and Mr. Etherington this week, we welcome this opportunity to submit our 
views concerning certain aspects of Chairman Gadsby’s statement presented to 
the Subcommittee on Commerce and Finance on August 4, 1959. Our remarks 
will be confined to sections 7 and 30 of H.R. 2480. 


SECTION 7 OF H.R. 2480 


Section 8(d) of the 1934 act now makes it unlawful for a member of a national 
securities exchange, or a person transacting business through a member, to lend 
or arrange for the lending of a customer’s securities without the written consent 
of the customer. The Commission’s original proposal was to substitute for this 
precise legislative requirement a new section 8(d) making it unlawful for any 
broker or dealer to borrow, lend, or hold a customer’s securities in contravention 
of such rules and regulations as the Commission might prescribe. 

In his statement of August 4, Chairman Gadsby stated that the Commission’s 
section by section analysis of the bills, which has been admitted as a part of the 
record of the hearings, indicates that the principal purpose of the amendment 
of section 8(d): 

“* * * is to authorize the Commission to adopt rules requiring the segregation 
of customers fully paid securities and excess collateral as well as to regulate the 
borrowing and lending by broker-dealers of their customers’ securities.” [Italic 
added. ] 

In that section by section analysis, the Commission observes that some stock 
exchanges have rules requiring their members to segregate customers’ fully paid 
securities and excess collateral, but that such rules “do not apply to brokers or 
dealers who are not members of such exchanges.” 

Thus the statement does indicate that the Commission seeks authority to 
require the segregation of such securities and collateral, but does not indicate 
= it wishes to regulate the borrowing and lending of securities by broker- 

ealers. 

Our consistent position has been that the amendment of section 8(d) as pro- 
posed in section 7 goes far beyond the question of segregation of fully paid 
securities and excess collateral. Chairman Gadsby’s further explanation to the 
committee, on August 4, indicates not only that the Commission is aware of 
the breadth of the proposed amendment, but that it specifically seeks such broad 
authority. It remains our view that Congress should not substitute for the 
precise legislative standard now in section 8(d) virtually limitless authority 
over a broad area of broker-dealer activity. 

We have suggested to the subcommittee that the Commission could be given 
the authority to require broker-dealers to segregate customers’ fully paid and 
excess collateral securities by the addition of a new section 8(e) which would 
make it unlawful for a broker-dealer “to carry for customers’ accounts fully 
paid and excess margin securities in contravention of such rules and regulations 
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providing for the segregation of such securities as the Commission may prescribe 
as necessary and appropriate in the public interest and for the protection of 
investors.” 

We feel that any amendment of section 8 should be limited so as to make jt 
clear what Congress intends to have the Commission do. The question of segre. 
gation of securities posed by the Commission gives Congress something specific 
to consider. If the Commission proposes to extend its authority into other areas, 
such as aspects of the borrowing and lending of customers’ securities, it should 
seek the precise authority shown by its experience to be necessary. 

In his appearance on August 4, Chairman Gadsby confirmed our view that the 
Commission’s proposed modifications include no changes in substance. Under 
the modified proposal, section 8(d) would make it unlawful for a broker-dealer 
to “borrow, lend, or hold” customers’ securities in contravention of rules and 
regulations prescribed by the Commission “to provide for the segregation of 
fully paid securities and excess collateral * * *.” The use of the words “borrow” 
and “lend” indicates the Commission has in mind some type of regulation beyond 
mere segregation of fully paid and excess collateral securities. Moreover, the 
second part of the amendment would authorize the Commission, without any 
reference to the segregation problem, to prescribe rules and regulations “to pro- 
vide safeguards with respect to securities carried for the accounts of customers,” 
This language seems to be as broad as that originally proposed in section 7. [It 
would leave Congress and the regulated industry without any inkling as to what 
rules and regulations this or some future Commission might prescribe. 

It is necessary for us to qualify our comments on the second part of the amend. 
ment because two different versions of the proposal are printed in the appendix 
to the Commission’s memorandum. In the comparative print, the language 
refers to safeguards with respect to “the lending and borrowing of” securities, 
If the Commission means to add the quoted words, the amendment would be 
somewhat more limited than the version printed earlier in the appendix. Ip 
any case, however, both versions go beyond the problem area in the Commission’s 
original justification. 

We oppose both versions of the Commission’s modified amendment, just as 
we oppose section 7 of H.R. 2480 in its original form, because we feel Congress 
should not approve the substitution of such a broad delegation of authority for 
the precise legislative requirement in the present section 8(d). A new sub- 
section 8(e) such as we have suggested is all that is needed to give the Com- 
mission authority in the problem area it has outlined. 


SECTION 30 OF H.R. 2480 


The Commission first proposed to add a new section 32(c) to the 1934 act 
permitting it to recover a forfeiture of $100 per day for every day that any 
person failed to file information, documents or reports required under the act. 
The Commission now proposes to limit the forfeiture provision to information, 
documents or reports required under sections 13 and 16 of the act. The fine 
would be $100 per day in the case of filings under section 13. It would bea sum 
not to exceed $50 per day, as determined in the discretion of the court, in the 
case of filings under section 16. In either case, recovery of the forfeiture would 
bar any criminal penalty under section 32(a). 

We have suggested that there should be a dollar limit on the total forfeiture 
which can be imposed, with discretion in the court to remit or reduce the for- 
feiture in all appropriate cases. The Commission’s new proposal would give 
the court discretion in the case of filings required under section 16, but not in 
the case of filings required under section 13. We see no valid reason for such 
a distinction, or for a provision that the forfeiture can be $50 or less in the case 
of section 16 filings, while it must be $100 in the case of section 13 filings. It 
would be preferable to limit the fine to $50 per day under both sections, with 
discretion in the court to remit or reduce in all cases, and with a total dollar 
limit of no more than $10,000. 

In his statement of August 4, Chairman Gadsby observed that the modified 
amendment of section 32(c) would not represent “any substantive departure 
from our earlier recommendations.” We think there should be a substantive 
change along the lines we have suggested for the reasons outlined in this letter 
and in our earlier testimony. 

We will be happy to have this letter made part of the record and we hope our 
comemnts may prove helpful to the subcommittee. 

Sincerely yours, 


Epwarp C, Gray. 
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AMERICAN Stock EXCHANGE, 
New York, N.Y., July 7, 1959. 
Re H.R. 5001. 
Hon. OREN HArRIS, 
Chairman, Committee on Interstate and Foreign Commerce, 
House of Representatives, Washington, D.C. 


Dear Sir: I should like to submit for the record in the hearings before the 
Subcommittee on Commerce and Finance, the following comment on your bill, 
HR. 5001, to amend the Securities Act of 1933. 

The American Stock Exchange has no objection to the amendments proposed 
in the bill and is very much in favor of the amendment set forth in section 3 
thereof which would increase to $500,000 the $300,000 exemption limitation now 
provided by section 3(b) of the act. 

I have notified your office that I should like to appear personally to comment 
on certain provisions of H.R. 2480, your bill to amend the Securities Act of 
1934, as to which I understand hearings will be held by the subcommittee on 
July 14 and 15. 

Sincerely yours, 
Epwarp T. McCormick, President. 


INVESTMENT BANKERS ASSOCIATION OF AMERICA, 
New York, N.Y., July 15, 1959. 
Re H.R. 5001 and H.R. 2480. 
Hon. Peter F. MAcK, Jr., 
Chairman, Subcommittee on Commerce and Finance, Interstate and Foreign 
Commerce Committee, House of Representatives, Washington, D.C. 


Deak Mr. Mack: I am writing you with respect to the above-entitled bills, 
on behalf of the Investment Bankers Association of America and as chairman 
of its Federal securities acts committee. 

Originally, we had intended to appear and present a formal statement with 
respect to several provisions of these bills. We have, however, followed closely 
the testimony already taken on these bills and find that the several comments 
and recommendations which we might thus have made have already several 
times been presented and discussed in detail. There seems little point, there- 
fore, in making a long repetitive formal statement on these matters. 

With respect to the general purposes of the SEC’s current legislative program, 
as reflected in these bills and as stated by Chairman Gadsby, we are in accord. 
We also believe that in a large measure the proposed specific statutory language 
is well designed to effect the ends sought to be achieved. There are, however, 
three points of particular interest to us on which we should like to comment 
briefly. 

(1) We agree, as we have in the past, with the proposed amendment in sec- 
tion 3 of H.R. 5001 to increase the size of issues which may be exempted under 
section 3(b) of the act from $300,000 to $500,000. 

Section 5 of H.R. 5001, however, in proposing to add the provisions of a new 
subsection (b) to section 12 of the act, raises the difficult question for every- 
one concerned of striking a fair balance or compromise between the interests 
involved. 

If one looks at the problem solely from the point of view of the investor, the 
proposal does not, logically, go far enough because in these circumstances there 
is no reason why an investor in an issue exempted under section 3(b) or sec- 
tion 3(c) of the act should not be afforded the same safeguards provided by 
section 11 of the act to an investor in an issue subject to full registration. On 
the other hand, if one looks at the problem from the basic purpose of section 
3(b) and section 3(c) of the act, ie., to make the capital market more readily 
and cheaply available to small- and medium-size business, then the proposed 
new section 12(b), perhaps, goes too far as it would undoubtedly, in our judg- 
ment, tend substantially to discourage small- and medium-size business from 
using the section 3(b) or section 3(c) exempt offering approach to the capital 
markets. We, like your committee and the Commission, are concerned about 
providing adequate investor protection, as well as with the welfare of small 
business and its access to the capital markets so that it may prosper and grow. 

It is our general impression that the compromise between these different and 
seemingly conflicting objectives effected by section 3(b), as implemented by the 
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Commission’s regulations adopted under this section and its current enforcement 
program, has, on balance, worked fairly well since the changes in regulation 4 
in 1956. We believe, and indeed representatives of the Commission have earlier 


stated to committees of the Congress, that extension of full section 11 liabilities | 


to regulation A offerings would have the effect of killing the exemption. Pro. 
posed new section 12(b) provides liabilities closely akin to section 11 liabilities, 
minus specified defenses and plus the introduction of new uncertainties. The 
Commission, however, has available to it many pertinent facts, based upon its 
experience, which make it much closer to this situation than are we. If the 
committee is still concerned with achieving a practical compromise between the 
objectives here involved, we can only suggest that it should proceed with the 
instant proposal only after thorough documentation by the SEC as to the need 
therefor, in light of their experience with actual cases, and perhaps by the 
Small Business Administration, in light of its experience. The foregoing com- 
ments should also be considered in light of the proposed extension of criminal 
penalties in connection with regulation A filings in section 10 of H.R. 5001. 

(2) With respect to the proposed amendments set forth in section 7 of H.R. 
5001 and section 24 of H.R. 2480, to provide for an injunction for past viola- 
tion of either act or the rules and regulations adopted by the Commission there- 
under, we concur with the recommendations already made to the committee by 
securities industry representatives that a provision should be included requiring 
some showing of continuing or likely future violations. It should also be made 
clear that in any such injunction proceeding, the defendant should be able to 
contest the validity of the order of the Commission involved, even though he 
had not earlier seen fit to do so. 

(3) With respect to the proposed money forfeiture provisions contained in 
section 30 of H.R. 2480, for failure to file on time required information, docu- 
ments, or reports pursuant to the provisions of the 1934 act or any rule or regu- 
lation adopted by the Commission thereunder, we feel very strongly that, if any 
such amendment is made to the act, definite limitations should be placed 
thereon. 

There is a great amount and variety of “information, documents or reports” 
which have to be filed under the 1934 act and the rules and regulations adopted 
thereunder. Some of the material is important and should be filed on time, but 
some of it is relatively unimportant from the point of view of investor or public 
protection. There can be honest differences of opinion as to whether a report, 
etc., in a given case is required to be filed. There can be many good reasons for 
late filings in given cases. 

As has already been suggested, we believe that the particular information or 
documents to which any such proposed provision should apply should be speci- 
fied as clearly as possible, preferably as in section 32(b). 

Some system of notification of failure to file should be devised before the 
forfeiture should attach. Similarly, there should be a required showing that 
a failure to file is intentional and not inadvertent. The Commission should be 
required to elect between civil and criminal proceedings, as in section 32(b), 
and there should be a fair top limit upon the amount of any such forfeiture. 

As you know, a number of the provisions of H.R. 2480 affect primarily the 
interests and operations of registered national securities exchanges and the 
National Association of Securities Dealers, Inc. In that bill a number of re 
quests for broad grants of rulemaking power are made, with few and indefinite 
standards to guide their exercise. While we realize that the Commission must 
be given considerable discretion in administering the laws here involved, we 
believe that the testimony with respect to such rulemaking power which you 
have received from highly qualified individuals representing registered national 
securities exchanges and the National Association of Securities Dealers, Inc. 
is sincere and persuasive and that their comments and recommendations are 
worthy of your committee’s most serious consideration. 

I would appreciate your making this letter a part of the record of the hear- 
ings on H.R. 5001 and H.R. 2480. 

Very truly yours, 
Paut A. CONLEY, 
Chairman. Federal Securities Acts Committee. 
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THE DELAWARE & Hupson Co., 
New York, N.Y., June 29, 1959. 
Hon. Peter F. Mack, Jr., 
House of Representatives, 
Washington, D.C. 


DEAR CONGRESSMAN Mack: I am writing to you as chairman of the House 
Subcommittee on Commerce and Finance which recently held hearings on H.R. 
9481. This bill, which I understand is sponsored by the Securities and Exchange 
Commission, would seem to have the effect of subjecting to SEC jurisdiction and 
regulation under the Investment Company Act of certain companies which are 
now subject to regulation under the Interstate Commerce Act. 

The Delaware & Hudson Co. is a holding company whose principal assets 
consist of the entire outstanding stocks of the Delaware & Hudson Railroad 
Corp. and Napierville Junction Railway Co. The latter company operates in 
Canada. Both the Delaware & Hudson Co. and the Delaware & Hudson Rail- 
road Corp. are subject to regulation under the Interstate Commerce Act. It 
seems obvious to me that any railroad enterprise, if it is to be subject to regula- 
tion, should be subject to regulation by the Interstate Commerce Commission. 

However, as I read the amendment to subsection (c) (9) of section 3 of the 
Investment Company Act of 1940, as proposed by the SEC, the Delaware & 
Hudson Co., merely because it is a holding company, could be brought under 
the jurisdiction of the SEC even though it is not an investment company and 
does not engage in trading in securities. 

While newspaper accounts of the testimony with respect to H.R. 2481 state 
that the purpose of the proposed change in subsection (c)(9) of section 3 is to 
bring Alleghany Corp. under SEC supervision, the amendment, as drafted, would 
seem to go far beyond that by providing for SEC jurisdiction over any company 
“primarily engaged, directly or indirectly, in the business of investing, reinvesting, 
owning, holding, or trading in securities. The amendment should at least clearly 
exempt a holding company now subject to the Interstate Commerce Act and whose 
principal assets are railroad securities. 

I am sending copies of this letter to the Chairman of the Interstate Commerce 
Commission and the Chairman of the Securities and Exchange Commission. 

Sincerely yours, 


DonaLpD D. Dart. 


SECURITIES AND EXCHANGE COMMISSION, 
Washington, D.C., July 15, 1959. 
Hon. Peter F’. Mack, 
House of Representatives, Washington, D.C. 


Dear Mr. Mack: On June 30, 1959, I received a letter from Mr. Donald D. 
Dart, general counsel of the Delaware & Hudson Co., transmitting a copy of his 
letter to you, dated June 29, 1959, in which he expressed the view that the Com- 
mission’s proposed amendment to section 3(c)(9) of the Investment Company 
Act is so broad that it would give this Commission jurisdiction over the Delaware 
& Hudson Co. 

Iam enclosing, herewith, a copy of my reply to Mr. Dart’s letter. 

Sincerely yours, 


Epwarp N. Gapssy, Chairman. 


SECURITIES AND ExCHANGE COMMISSION, 


Washington, D.C., July 15, 1959. 
Donan D. Dart, Esq., 


General Counsel, 
Delaware & Hudson Co., 
New York, N.Y. 


Deak Mr. Dart: This is in response to your letter of June 29, 1959, in which 
you state that the Commission’s proposal embodied in S. 1181 and H.R. 2481 
to amend section 3(c)(9) of the Investment Company Act of 1940 is too broad. 
You express the view that the proposal would extend the jurisdiction of this Com- 
mission to encompass the Delaware & Hudson Co. You state that the 
Delaware & Hudson Co. is purely a holding company whose principal assets 
consist of all the outstanding stock of two railroad companies. 

Since it does not appear that your company falls within the definition of an 
“investment company” under section 3(a) of the act, it would appear that you 
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need have no concern regarding the proposal to amend section 3(c)(9). Your = 
company apparently is not primarily engaged in investing, reinvesting or trag. | 
ing in securities and, hence, does not come under section 3(a)(1). Section” 
3(a) (2) pertains to face-amount certificate companies and is inapplicable. Sea 7 
tion 3(a) (3) sets forth a quantitative or statistical test encompassing a company — 
owning or holding “investment securities” having a value exceeding 40 percent 7 
of the company’s total assets. Since investment securities do not include the © 
securities of majority-owned subsidiaries, it would appear that paragraph (3) 
of this section is likewise not applicable to your company. 9 

In any event the proposed amendment to section 3(c) (9) was not intended” 
to bring under the scope of the act, a company primarily engaged in a business) 
other than that of an investment company, whether directly or through majority. 
owned or controlled companies. The tests of section 3(b) (1) and 3(b) (2) under © 
which companies, prima facie within the terms of section 3(a), are, never. | 
theless, excepted from the act because of their primary engagement in noninvest. 7 
ment company operations, directly or indirectly, would still apply except tha 
the burden would be on the Commission to make the showing of primary 
engagement. 

If you have any further questions regarding this matter, please advise me. 

Sincerely yours, 


Epwarp N. Gapssy, Chairman, 
(Thereupon, at 12 o’clock noon, the committee adjourned.) 


x 








